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Notice to Readers
This Audit Risk Alert is intended to provide CPAs serving depos­
itory institutions and other lenders with an overview of recent 
economic, industry, regulatory, and other professional develop­
ments that may affect the audits they perform. The AICPA staff 
prepared this document. It has not been approved, disapproved, 
or otherwise acted on by any senior technical committee of the 
AICPA. The discussions presented in this publication do not rep­
resent the views, positions, or opinions of the AICPA.
Robert Durak, CPA 
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Depository Institutions and Lending 
Industry Developments— 1998/99
Purpose of This Alert
CPAs, as trusted professionals, deliver value to their clients by 
communicating the events, issues, and risks occurring in an in­
dustry with clarity and objectivity. CPAs provide assurance to 
their clients by performing valuable audit services and rendering 
an audit opinion. In addition, CPAs provide a variety of assur­
ance services that improves the quality of information, or its con­
text, for decision makers.
This Alert helps CPAs provide top-quality audit services to their 
clients in the depository institutions and lending industry and 
helps CPAs provide relevant information to those clients, thus 
adding value to the business decision-making process. The infor­
mation in this Alert bolsters a CPA’s audit planning efforts in 
considering industry matters, such as economic conditions, gov­
ernment regulations, competitive conditions, and other risks 
and issues affecting financial institutions. Moreover, this Alert 
helps CPAs analyze and interpret relevant information and con­
verging information.
CPAs who understand what is happening in the depository insti­
tutions and lending industry, and who can interpret and add 
value to that information, will be able to offer valuable service 
and advice to their clients. This Alert assists CPAs in making 
solid and rapid strides in gaining that industry information and 
understanding it.
It is best to read this Alert in conjunction with the AICPA general 
Audit Risk Alert—1998/99 (Product No. 022223). To order, call 
the AICPA Order Department at 1-888-777-7077.
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Industry and Economic Developments 
Fundamental Changes in the Financial Services World
What fundamental changes are occurring in the industry?
The financial services industry is changing rapidly and funda­
mentally. Commercial banks, credit unions, investment banks, 
thrifts, mortgage servicers, brokerages, insurance companies, 
mutual funds, credit card issuers, and finance companies are 
involved in sweeping mergers and acquisitions across the coun­
try and worldwide. Institutions at all levels of the industry are 
merging. Significant consolidations have been occurring for 
years, but the rate of consolidations has now skyrocketed to 
unprecedented heights. In addition to the unparalleled consol­
idations taking place, the different sectors within the financial 
services industry are converging. The banking industry, bro­
kerage industry, insurance industry, and other financial sectors 
are losing their distinctions from one another, leaving one in­
dustry—financial services. Indeed, the financial institution is 
being reinvented.
The proposed merger of Citicorp and Travelers Group 
(Citigroup) has accelerated the already furious consolidation and 
convergence pace within the industry. This proposed financial 
behemoth will be the largest financial services company in the 
world, with $700 billion in assets. The new Citigroup will repre­
sent a global financial service supermarket offering a full line of 
financial products through many diversified distribution chan­
nels to corporate and consumer customers worldwide. Another 
prominent proposed merger includes BankAmerica Corp. and 
NationsBank Corp., which formed BankAmerica, a $570 billion- 
asset coast-to-coast banking kingdom. Banc One Corp. merged 
with First Chicago NBD Corp., creating a $230 billion company. 
Additionally, Washington Mutual, Inc. joined with H.F. 
Ahmanson & Co., forging the largest thrift in the country, with 
$149 billion in assets. Three enormous deals—First Union Corp. 
and the Money Store, Conseco Inc. and Green Tree Financial 
Corp., and Household International Inc. and Beneficial Corp.—
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have radically reshaped the world of consumer finance. Other 
noteworthy combinations include—
• Fleet Financial Group and Quick & Reilly Group.
• U.S. Bancorp and Piper Jaffray Cos.
• Norwest Corp. and Wells Fargo & Co.
• National City Corp. and First of America Bank Corp.
• Star Banc Corp. and Firstar Corp.
• SunTrust Banks Inc. and Crestar Financial Corp.
Many people in the industry predict a polarized financial services 
world will eventually exist, dominated by a handful of very large, 
super institutions coexisting with small community institutions 
and specialty niche players.
Congress and regulators have not been able to keep up with the 
rapid consolidation and convergence of the financial services 
industry. The Citicorp/Travelers Group merger runs afoul of the 
current regulatory environment, by combining banking and in­
surance underwriting in one company. Under current law, 
Citigroup would have to divest its underwriting business in five 
years. However, Citigroup is betting that the current regulatory 
structure will change in its favor before then. Without a doubt, 
important questions about financial regulations have arisen in 
this current environment. Congress and the various regulatory 
authorities must rethink how financial institutions are regulated 
and allowed to operate. Many believe that financial moderniza­
tion legislation (see “Modernizing the Country’s Financial 
Framework” section of this Alert) may be needed to address the 
fundamental transformation occurring in the industry.
As a result of the frenzied pace of mergers and acquisitions, the fi­
nancial services industry continues to shrink. However, this in­
dustry-wide consolidation and convergence has also contributed 
to a very significant increase in the number of new, smaller, com­
munity institutions, which are taking advantage of readily avail­
able capital. With the market for small business loans growing
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rapidly, community institutions are also targeting small business 
owners and customers who enjoy highly personalized service.
The idea of global financial service supermarkets (integrating 
lending and deposit taking, insurance activities, investment 
banking, and brokerage activities under one roof) is back in fash­
ion. This idea has been in and out of fashion before. In Europe 
and Canada, the convergence of different financial service sectors 
is commonplace. However, success stories are few. European fi­
nancial conglomerates have not lived up to expectations, and in 
the United States one can find past examples of failed attempts to 
create financial supermarkets.
The fundamental changes taking place in the industry are ex­
pected to continue for years to come. More mergers and acquisi­
tions are likely to occur because of the number of potential 
targets and potential acquirers. A series of combinations among 
small and medium-sized institutions is possible because regional 
and superregional institutions may search for partners, to remain 
competitive. Combinations of financial institutions and broker­
age firms are also expected to continue. Many believe that size 
and scale are essential to survival, and those who fail to act today 
will not be around tomorrow. Others see promising opportuni­
ties for small community organizations, catering to customers 
disenchanted with mega financial institutions. More combina­
tions are likely to come, and many management teams are trying 
to figure out how to react.
The Reasons for and Benefits of Combining
When financial institutions combine, they hope to achieve the 
following results:
• Boost earnings and share price
• Boost revenue sources
• Diversify geographically
• Expand and diversify product lines
• Increase access to capital
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• Reduce cost of capital
• Gain economies of scale; achieve efficiencies
• Broaden customer base or market share
• Beat the competition
• Cross-sell products
• Enhance investment specialist role
• Cut expenses and jobs
• Lower prices
• Create convenience for customers
• Participate in securities underwriting
• Increase productivity
These goals are certainly not new. Today, however, certain condi­
tions exist that make the time ripe for institutions to combine 
and race to become full-service companies, grabbing as much 
market share and revenue as they can. Those conditions include 
the following:
• The traditional business of lending and taking deposits 
currently produces very thin profit margins due to intense 
competition and inexpensive distribution channels. This 
business exhibits slow growth and overcapacity. Growth 
must come from elsewhere.
• Mutual funds and similar enterprises are increasingly swal­
lowing up investment dollars from potential customers. 
The money pouring into these funds is in large part due to 
the growing widespread use of personal retirement plans. 
Financial institutions want to provide their customers with 
mutual fund and brokerage services to gain a piece of those 
investment dollars.
• Rapid deregulation in the financial services industry is cre­
ating a conducive environment for the strong forces of 
consolidation and convergence.
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• Significant write-downs among some consumer finance 
companies, caused by a wave of refinancings, have con­
tributed to the mergers taking place among those companies.
• Certain segments of the population have amassed great 
wealth, owing in large part to the extended U.S. economic 
boom. Many of these people are sophisticated investors 
who demand new investment options. Financial institu­
tions are gearing up and trying to meet those demands and 
gain a share of that wealth.
• Peer pressure influences management to pursue deals, lest 
their institutions fall behind.
• The well-documented globalization trend is convincing 
many that the future belongs to extremely large financial 
supermarkets.
• The mortgage servicing and securities sectors have very 
thin profit margins. As such, merging into bigger entities 
creates the large volume of transactions necessary to gener­
ate sufficient earnings.
A confluence of these conditions and the advantages of combin­
ing foster the sweeping changes taking place in the financial ser­
vices industry.
Institutions that combine believe bigger is better. They are con­
vinced that their corporate and consumer customers desire one- 
stop shopping for all their financial needs. Ever-improving 
technology is an important factor in making that one-stop finan­
cial shopping possible. By gaining size, institutions will be able to 
offer their customers unprecedented access to capital and a wide 
array of financial products. One of the keys to success will be the 
combined institution’s ability to cross-sell its new array of prod­
ucts to an enlarged customer base. For example, by combining 
with a finance company, an insurance entity hopes to sell its vari­
ous insurance products to the finance company’s large base of sub­
prime loan customers. This cross-selling will be enhanced by the 
combined entity’s ability to invest heavily in technology, enabling 
it to mine its customer databases and target its products effectively.
6
Many would also argue that a big advantage to the intense indus­
try consolidation and convergence is a healthier U.S. banking 
system. Larger institutions tend to be geographically diversified, 
which protects them from severe economic problems in any one re­
gion of the nation. In addition, these larger institutions can further 
diversify their risks by offering many different financial products.
Merged Institutions Face Many Challenges
Institutions engaged in consolidation and convergence face sig­
nificant challenges. They include the following:
• The combining institutions will integrate their systems 
with much difficulty. The institutions normally maintain 
different computer systems and normally possess many in­
dependent internal applications. They will have to inte­
grate such important operations as credit card systems, risk 
management, credit risk, and trading. The combining en­
tities will pay substantial bills to integrate operations, and 
they will normally take years to complete the integration. 
Moreover, these entities have already committed their re­
sources to year 2000 and Euro conversion projects (see 
these topics in following sections). If system integration is 
mishandled, combining institutions may not fully know 
their financial position and operating results.
• Customers may leave financial institutions that merge. 
These customers may not receive the same personal service 
that they received before the merger. For instance, they 
may be forced to call automated phone centers instead of 
real people or may be charged higher fees for services. 
Small business customers may be neglected by the larger, 
combined institution as well. Keeping these disenchanted 
customers will be a serious issue for combining entities.
• The merged entities may not achieve the revenue growth 
they expected. They may not be able to easily cross-sell 
products and aggressively market a national brand name.
• Management of the combining institutions could be choos­
ing the wrong vision of the future. After the combination,
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management will promote their house brands of financial 
products. In contrast, management of other financial ser­
vices companies, such as discount brokerage firms, are pro­
moting financial products from a variety of manufacturers 
that specialize in particular areas. Have the management 
teams of the merging entities miscalculated the trend of 
more and more customers performing their own research 
and using inexpensive companies to do their investing? 
Furthermore, has management miscalculated investors’ 
willingness to explore the Internet and purchase financial 
products offered by a multiplicity of institutions?
• The combined entity may suffer internal control weak­
nesses. Through cost-cutting and layoffs, the institution 
may strip away important control-related positions and 
functions. At the same time, the entity will be integrating 
two different company cultures and making many person­
nel decisions. As a result, the entity could encounter con­
trol problems caused by disgruntled employees.
• Management of the newly merged entity may not realize 
the cost savings they expected. In fact, management may 
incur unexpected merger-related expenses. In addition, 
management’s failure to cut costs and meet market expec­
tations could cause the institution’s stock price to tumble.
• Consumer groups and certain lawmakers are raising a cho­
rus of protests over the consolidation of the industry. They 
believe that mergers reduce competition and hurt the aver­
age customer.
In brief, management of the newly merged entity must manage 
the institution well for the merger to succeed. They must ade­
quately appreciate other important measurements such as prof­
itability and productivity, in addition to asset size.
Beyond the challenging issues confronting the merged institu­
tions, the country may also be facing certain challenging concerns. 
The nation may find danger in very concentrated allocations of 
capital. When insurance and trading losses penetrate firewalls and 
cut into an institution’s capital, will the nation be willing to spend
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significant tax dollars to bail out huge financial supermarkets and 
other large institutions? To be sure, the nation and the banking in­
dustry will be dealing with some weighty issues.
The Merger Mania Presents Challenges and Opportunities for 
Mid- and Small-Sized Institutions
Mid- and small-sized institutions will find difficulty competing 
with the larger, combined institutions. They will not possess the 
economies of scale that the merged entities possess and they gen­
erally will not enjoy the geographic and product diversity that the 
larger institutions covet. Moreover, mid- and small-sized entities’ 
customers will be targeted by the immense marketing efforts of 
the newly combined institutions. High-priced and high-cost fi­
nancial institutions are predicted to be driven out of the market 
by the tremendous consolidating forces in the industry. In fact, 
mid-sized institutions are predicted by some industry analysts to 
disappear altogether, leaving behind very large financial entities 
and small community institutions.
Management of mid- and small-sized institutions will find op­
portunities arising from the consolidation and convergence oc­
curring in the industry. Customers, in general, distrust large 
financial institutions and can become dissatisfied with the poor, 
impersonal service and higher fees they sometimes receive from 
newly combined organizations. Management of mid- and small­
sized entities can gain customers and improve their businesses by 
providing good relationship-based service, convenience, and low 
fees. They must also invest in technology and broaden their prod­
uct lines to prosper in the current environment. Owing to the 
smaller size of their businesses, management of mid- and small­
sized institutions generally are better able to manage their opera­
tions and focus on their markets. By leveraging those advantages 
and seizing the above-mentioned opportunities, management of 
mid- and small-sized financial entities can lead their businesses to 
higher levels of growth, earnings, and profitability.
Auditing Issues
A ccoun tin g f o r  M ergers a n d  A cquisitions. A business combi­
nation, according to Accounting Principles Board (APB)
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Opinion 16, Business Combinations (FASB, Current Text, vol. 1, 
sec. B50), occurs when a corporation and one or more incorpo­
rated or unincorporated businesses are brought together into one 
accounting entity. The single entity that results carries on the ac­
tivities of the previously separate independent enterprises. The au­
diting and accounting issues that arise out of corporate 
consolidations are numerous and varied. Auditors should evaluate 
the accounting for merger-related transactions. Significant finan­
cial statement misstatements can result if  management of the 
combined institution improperly values assets or mishandles the 
complicated accounting for the merger. While examining the ac­
counting for the combination, auditors should consider the con­
sensus positions reached by the Financial Accounting Standards 
Board’s (FASB) Emerging Issues Task Force (EITF) relating to 
business combinations, including the guidance contained in EITF 
Issue No. 95-3, Recognition o f  Liabilities in Connection w ith a 
Purchase Business Combination. Subsequent to the business combi­
nation, auditors should consider whether management has 
prepared the financial statements of the combined entity in ac­
cordance with appropriate accounting standards, including FASB 
Statement No. 94, Consolidation o f  All Majority-Owned Subsidiaries 
(FASB, Current Text, vol. 1, sec. C51), and Accounting Research Bulletin 
(ARB) No. 51, Consolidated Financial Statements (FASB, Current Text, 
vol. 1, sec. C51).
Furthermore, auditors should assess whether pooling-of-interests 
accounting or purchase accounting is appropriate for the combi­
nation. The Securities and Exchange Commission (SEC) has ex­
pressed concern over the wide use of and possible misapplication 
of pooling-of-interests accounting. Auditors and management 
may need to consult with specialists to assess the appropriateness 
of pooling-of-interests accounting. Finally, auditors should read 
chapter 14 of the AICPA Audit and Accounting Guide Banks and  
Savings Institutions for further guidance.
A ccoun tin g f o r  R estru ctu rin g  Charges. Combining financial 
institutions often restructure their operations. They eliminate 
redundant functions and attempt to create an efficient and 
streamlined organization. Management and auditors should be
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aware of the requirements of EITF Issue Nos. 94-3, Liability 
Recognition fo r  Certain Employee Termination Benefits an d  Other 
Costs to Exit an A ctivity (In clu d in g C ertain Costs In cu rred  in a 
Restructuring), and 95-3. When liabilities are accrued in accordance 
with the guidance in EITF Issue Nos. 94-3 and 95-3, certain dis­
closures are required. The thresholds for making the required dis­
closures are related to the materiality of the amounts accrued or the 
significance of the activities that will not be continued. Therefore, 
when the disclosure thresholds have been met, all the disclosures 
are required, not just those that are individually material.
Some of the disclosures are required until the plan of termination is 
completed or until all actions under a plan to exit an activity or in­
voluntarily terminate employees of an acquired company have 
been fully executed. For instance, under EITF Issue No. 94-3, the 
amount of actual termination benefits paid and charged against the 
liability and the number of employees actually terminated as a re­
sult of the plan to terminate the employees must be disclosed. The 
amount of any adjustments to the liability also must be disclosed.
The SEC staff has observed an increasing frequency of subse­
quent reductions to restructuring liabilities, which suggests that 
management may be “providing a cushion” in establishing such 
reserves. When reviewing management’s accruals, auditors should 
be aware of the kinds of charges that are allowed to be accrued for 
pursuant to EITF Issue Nos. 94-3 and 95-3 (and other relevant 
accounting literature, as appropriate), and be mindful that man­
agement’s estimates are not overly conservative.
Additionally, the SEC staff has stated that liabilities accrued in 
accordance with EITF Issue Nos. 94-3 and 95-3 are valuation ac­
counts that should be disclosed on Schedule VIII, Valuation and 
Qualifying Accounts, of SEC registrants’ annual reports filed on 
Form 10-K.
In tern a l C on tro l Weaknesses R esu ltin g From M ergers. 
Subsequent to a merger, management typically reduces personnel 
and eliminates positions and functions in hopes of saving money 
and gaining efficiencies. Management’s actions may cause gaps 
in internal control. For instance, management may eliminate a
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supervisory position at a branch. That supervisor may have per­
formed internal control activities that now will no longer exist. 
Management may shift personnel to different positions and alter 
the way things have always been done. By making these moves, 
they risk creating deficiencies in internal control and in business 
operations. Also, in dealing with the many internal control issues 
arising from a merger, management may forget about basic inter­
nal controls and assume that such controls are operating when in 
fact they may not be. Auditors should take these issues into ac­
count in their consideration of internal control and their assess­
ment of control risk. These gaps and deficiencies in internal 
control may represent reportable conditions or weaknesses in in­
ternal control that should be communicated to management and 
the audit committee. Auditors should refer to the guidance set 
forth under Statement on Auditing Standards (SAS) No. 55, 
Consideration o f  Internal Control in a Financial Statement Audit, 
as amended by SAS No. 78, Consideration o f  Internal Control in a 
Financia l S tatem ent Audit: An A mendment to S tatem ent on 
Auditing Standards No. 55 (AICPA, Professional Standards, vol. 1, 
AU sec. 319).
Effects o f  A dding a n d  Expanding P rodu ct Lines, Services, a nd  
Businesses. Financial institutions that add or expand products, 
services, and businesses generate risks to themselves and to audi­
tors. Often, institutions that combine, and those that have not un­
dergone a merger, add and expand products, services, and 
businesses. Combining institutions may join together different fi­
nancial sector products and services (for example, insurance, 
checking accounts, loans, asset management, and brokerage ser­
vices) under one roof. The CPA should consider the following fac­
tors when the institution, whether it is involved in a combination 
or not, is adding or expanding products, services, or businesses.
• Management may lack expertise in the new areas. For ex­
ample, management may not possess the knowledge and 
skills needed to manage the business and risk of selling in­
surance. CPAs may want to assess management’s level of 
expertise in the new areas of business and consider that as­
sessment in the determination of their audit procedures.
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• Management may not properly implement industry-specific 
accounting principles related to the new areas. Auditors 
should determine that proper accounting principles are 
being applied concerning the new areas of business, if such 
matters are material.
• The accounting, operations, and other systems related to 
the new areas may lack adequate testing and proper inte­
gration with core systems. Thus, these new systems may 
have inadequate internal control, which may result in un­
reliable accounting data. Auditors should consider this 
when planning and performing the audit. In addition, au­
ditors should be familiar with the requirements of SAS 
No. 60, Communication o f  Internal Control Related Matters 
Noted in an Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 325). According to SAS No. 60, auditors may be­
come aware of matters relating to internal control that, in 
their judgment, should be communicated to the audit 
committee. Such matters represent significant deficiencies 
in the design or operation of internal control, which could 
adversely affect the institutions ability to record, process, 
summarize, and report financial data consistent with the 
assertions of management in the financial statements.
• The institution may fail to comply with regulations atten­
dant to the new area of business. The institution’s failure to 
comply may result from an unfamiliarity with the regula­
tions and a lack of expertise in the new area. Auditors may 
want to inquire about the regulations that exist in new 
business areas (to the extent necessary to perform a proper 
audit). SAS No. 54, Illega l Acts by Clients (AICPA, 
Professional Standards, vol. 1, AU sec. 317), describes an 
auditor’s responsibilities regarding violations of laws or 
governmental regulations.
In short, management should enter only new areas of business 
that are appropriate to the nature of their financial institution. 
They should establish a risk-management function that accounts 
for the risks that the entity is assuming upon entering into their 
new venture. Auditors may want to assess management’s depth
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and an institution’s strategic plans when a client enters compli­
cated, new areas of business.
Also, auditors should consider the need to apply certain auditing 
standards to their engagement, due to the entity’s expansion into 
new products, services, or businesses. For example, if a finance 
company client ventures into insurance-related activities, the au­
ditor should consider the guidance in SAS No. 73, Using the Work 
o f  a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336).
In addition, as stated in SAS No. 22, Planning and Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 311), auditors 
should obtain a knowledge of matters that relate to the nature of 
the entity’s business, its organization, and its operating character­
istics. Such matters include, for example, the type of business; 
types of products or services; capital structure; related parties; lo­
cations; and production, distribution, and compensation meth­
ods. Auditors should also consider matters affecting the industry 
in which the entity operates, such as economic conditions, gov­
ernment regulations, and changes in technology, as they relate to 
their audits.
In crea sed  O pportunity f o r  Fraud. Employees may have an in­
creased opportunity to commit fraud, when financial institutions 
merge. With the restructuring and shake-ups taking place, em­
ployees can take advantage of a breakdown in internal control, a 
lack of segregation of duties, and missing supervisory reviews to 
commit fraud. Furthermore, some employees become embittered 
after a merger. An employee’s honesty can be influenced by an em­
bittered attitude, motivating a rationalization to commit fraud.
The auditor should specifically assess the risk of material mis­
statement of the financial statements due to fraud and should 
consider that assessment in designing the audit procedures to be 
performed. In making this assessment, the auditor should con­
sider fraud risk factors that relate to both (a) misstatements aris­
ing from fraudulent financial reporting and (b) misstatements 
arising from misappropriation of assets in each of the related cat­
egories presented in SAS No. 82, Consideration o f  Fraud in a
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Financial Statement Audit (AICPA, Professional Standards, vol. 1, 
AU sec. 316.16 and 316.18).
In implementing SAS No. 82, auditors can consult the AICPA’s 
publication titled Considering Fraud in a Financial Statement Audit: 
Practical Guidance fo r  Applying SAS No. 82 (Product No. 008883). 
This publication contains example fraud risk factors specifically 
developed for financial institutions. Call the AICPA Order 
Department at 1-888-777-7077 to order.
Executive Summary— Fundamental Changes in the Financial 
Services World
• The financial services industry is changing rapidly and fundamen­
tally. All kinds of financial institutions are involved in sweeping 
mergers and acquisitions across the country and worldwide.
• Certain conditions exist that make the time ripe for institutions to 
combine.
• Merged institutions and the nation face many challenges; however, 
the merger mania presents opportunities for mid- and small-sized 
institutions.
• Auditors may need to address a variety of issues when institutions 
merge, including accounting for the merger and acquisition; ac­
counting for restructuring charges; internal control weaknesses; the 
effects of adding and expanding product lines, services, and busi­
nesses; and increased opportunity for fraud.
Industry Financial Performance
How has the depository institutions and lending industry been 
generally performing?
Financial institutions, for the most part, have been performing 
well. Earnings, profits, return on equity, and return on assets have 
all flourished at many institutions. The larger institutions within 
the industry have grown the fastest. The number of troubled insti­
tutions and failed institutions is remarkably low, and loan delin­
quency problems are less worrisome. However, a number of large 
financial institutions have recorded substantial losses recently due 
to the economic troubles spreading through the world. Trading in
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the securities of, and bad loans to, economically troubled nations 
are the reasons behind the losses. Financial institutions’ ability to 
maintain impressive operating results could be challenged by the 
global financial crisis and a possible economic slowdown at home, 
if the U.S. economy fails to perform at its robust pace. In fact, 
signs of a credit crunch affecting larger commercial entities are ap­
pearing, as financial institutions may be assuming a more cautious 
approach when lending to riskier borrowers. (See the “Global 
Economic Crisis” section of this Alert for further information.) 
Following are some brief discussions about the financial perfor­
mance of some specific areas of the industry. In addition, readers 
should also read the AICPA general Audit Risk Alert—1998/99 
for a discussion of the general U.S. economy.
Thrifts
The thrift industry has posted increased earnings and improved 
return on assets. These positive results are attributable to a strong 
economy and record home sales and housing starts. The core 
business of the thrift industry remains home loans, even though 
many thrifts have diversified into consumer lending and com­
mercial lending. Profit margins on the home loan business are 
thin, which contributes to the consolidation taking place in the 
industry. In addition to increased earnings, the thrift industry has 
also raised its asset levels, although this has occurred mostly at 
large thrifts. The thrift industry will not find it easy to maintain 
its track record of increased earnings due to slowing home sales 
and fewer refinancings of existing mortgages.
Credit Unions
Credit unions have generally shown growth in most performance 
categories. Earnings, membership, and assets have increased. 
Credit unions have also experienced strong loan growth, includ­
ing first mortgage loans, used auto loans, and other real estate 
loans. Larger credit unions have tended to post better earnings 
improvements than smaller credit unions, due partly to relatively 
higher operating expenses at smaller credit unions. Larger credit 
unions tend to have better economies of scale than do smaller
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credit unions. As a result, smaller credit unions offset the higher 
operating expenses with slightly lower cost of funds.
Commercial Banks
The commercial bank sector has for the most part recorded size­
able increases in earnings, profits, return on assets, and return on 
equity. The major factor fueling this strong performance is fee in­
come. These fees come from many sources, including—
• Mortgage origination and servicing.
• Trust services.
• Asset management.
• Fund transfers.
• Traditional deposit service.
• Credit cards.
• Investment banking.
• Securities servicing.
Other factors contributing to the industry’s improved perfor­
mance have been the introduction of cost-control initiatives at 
numerous banks and a tendency to better utilize capital.
Commercial banks have experienced moderate loan growth dur­
ing 1998. Furthermore, loan growth comprises more loans to 
businesses and fewer to consumers, as solid profits at corpora­
tions and businesses are generating demand for loans.
As mentioned above, some large banks have incurred significant 
trading losses and loan impairment losses, as a result of the eco­
nomic turmoil around the world and volatile global financial 
markets. If severe enough, these losses may lead to layoffs and re­
structurings at some institutions.
Community Banks
Community banks generally have also been performing well. 
Their solid performance is largely attributable to strong local
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economies that have sparked excellent loan growth at the banks 
and have sparked a notable proliferation of new community 
bank starts. In contrast to the positive news, community banks are 
experiencing diminishing deposit levels, which has raised concern 
in the industry. See the “Dwindling Deposits” section of this 
Alert for more information on that issue.
Credit Card Issuers
The chargeoff crisis of the previous year seems to have ended for 
many credit card issuers. The latest reports indicate that late pay­
ments on credit card balances and chargeoffs of balances have de­
clined dramatically. This credit quality improvement is 
attributable to issuers’ “get tough” stance on underwriting prac­
tices and aggressive collection efforts. Whether the credit quality 
of outstanding balances has truly improved remains to be seen; 
nevertheless, current indicators do point to a broad improvement 
in the quality of credit card balances.
Mortgage Bankers and Home Equity Lenders
Mortgage bankers and home equity lenders have recorded remark­
able loan-origination increases as interest rates remain very low and a 
resulting refinancing wave carries the industry. Subprime lenders are 
experiencing positive loan growth as well. These low interest rates 
and refinancings can be a double-edged sword, however. For every 
new loan originated in a refinancing, an old loan is repaid. Mort­
gage bankers and home equity lenders that rely on income from ser­
vicing loans have seen their servicing portfolios decline rapidly, as 
loans are prepaid. This can be a problem if the institution cannot 
originate new loans quickly enough to replace the lost volume. In 
addition, the massive refinancing prepayments have forced some 
lenders to record substantial write-downs of the original gains they 
recorded on loans that they securitized and sold. See the “Refinanc­
ing Rage, Prepayment Risk, and FASB Statement No. 125 Ac­
counting” section of this Alert for more detailed information.
Executive Summary— Industry Financial Performance
• Generally, financial institutions have performed well recently, with 
strong earnings, profits, return on equity, and return on assets.
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• Global economic turmoil is causing substantial losses at some large 
banks and threatening the future growth of the U.S. economy and 
the financial performance of the industry.
• Some community banks are experiencing diminishing deposit levels.
• A wave of refinancings and related loan prepayments is hitting the 
mortgage banking and home equity sectors.
Credit Risk: Loan Performance Bright, but Storm Clouds 
on the Horizon
What matters affecting credit risk should a CPA be aware of?
Loan performance in the industry is generally healthy, but credit 
problems may arise in the near future; indeed, some institutions 
are already experiencing credit problems. A vigorous overall U.S. 
economy has contributed to solid loan performance, but that 
same strong economic growth has also contributed to an easing of 
loan-underwriting standards. History teaches that underwriting 
standards usually decline during periods of economic prosperity, 
because of the fierce competition for borrowers and loans that 
strong economic growth engenders. If carried too far, the easing 
of terms can undermine an institution’s financial health, espe­
cially if the economy weakens or the extraordinary recent perfor­
mance of business profits and cash flows does not persist.
Easing of Underwriting Standards
The erosion of underwriting standards has occurred across almost 
all sectors of the industry, including commercial, industrial, con­
sumer, mortgage, and home equity loans. Credit card issuers, 
however, have tightened their underwriting standards. The slip­
page in standards includes such items as—
• Fewer loan covenants.
• Longer loan maturities.
• A lack of future cash-flow projections.
• An easing or lack of guarantees.
• Relying too heavily on expected, rather than proven, cash 
flows.
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• Inadequate documentation of financial strength to support 
the loan.
In addition, lenders are offering lower rates and lower fees in their 
competition to attract customers, which can diminish loan 
spreads. As a result, lenders receive too little compensation for the 
larger risks they are taking. Complacent from years of economic 
prosperity, many lenders are loosening repayment and recourse 
terms to compete effectively for loans.
Adding to the underwriting concerns, a number of lenders have 
not been diligent in stress testing their loan portfolios and track­
ing their loan concentrations by industry and geographic area. 
Many lenders have not made proper assessments of how their 
loan portfolios would react to changing economic conditions in 
their areas and industries.
Although not currently causing significant credit problems, the 
easing of underwriting standards and the other matters men­
tioned previously may bear bitter fruit when economic condi­
tions sour. When economic conditions crumble, many 
consumers and businesses suffer under heavy debt loads that 
they find hard to repay. Loan losses can mount up rapidly when 
the good times stop rolling. Already, consumer bankruptcies 
have been soaring, and that can only worsen if the economy fal­
ters. Presented next are some brief overviews of certain specific 
loan sectors.
Subprime Lending
Subprime lending consists of lending to people with tarnished 
credit histories, low incomes, little or no experience in handling 
debt, and in lending money that far exceeds any underlying col­
lateral. Subprime lending can involve various loan types, but the 
majority of the business comprises mortgage and home equity 
loans. This type of lending has been growing substantially, due to 
the fierce competition in the lending industry and to the desire to 
find new customers and sources of revenue to fuel an institution’s 
financial performance. Subprime lending provides financial insti­
tutions with high profit margins, through higher fees and interest
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rates. Those benefits are accompanied by higher volatility and de­
fault rates, however.
Given the increasing rate at which lenders are jumping into the 
subprime sector, concern exists over the credit risks involved. 
Consumer bankruptcies are at elevated levels, and many sub­
prime borrowers have overextended credit lines, increasing the 
chances of defaulting. Other risks include the following:
• Lenders moving into this type of lending may not have 
the necessary expertise or understand fully the risks in­
volved. Every type of subprime lending, whether it be 
auto loans or home equity lines of credit, requires its own 
unique expertise.
• Subprime borrowers are often loaded with debt. If local 
economic conditions deteriorate, those borrowers may lose 
their jobs or see their financial situations worsen. Conse­
quently, they may not be able to pay their debts.
• In subprime lending, little or no collateral normally exists 
to cover bad loans.
Another escalating form of subprime lending is high loan-to-value 
(LTV) loans. More and more, lenders are allowing customers to 
borrow money beyond the value of the underlying collateral, in 
some cases up to 150 percent of a homes worth. This is a risky 
form of lending insofar as the lender may suffer serious losses if 
the borrower is unable to keep up with the high loan payments. 
Here is a common example of the way high LTV loans 
are used:
A borrower has a large outstanding credit card balance. That 
borrower accepts a high LTV home equity loan from a fi­
nancial institution. With the loan money, the borrower pays 
off the credit card balance and now has a loan outstanding. 
That situation is not necessarily a problem. What often hap­
pens, though, is the borrower goes out and runs up another 
large credit card balance. Now the borrower has payments 
on the high LTV loan and payments on the credit card.
If the borrower is overwhelmed by the debt payments and
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declares bankruptcy, the institution is left with two nonper­
forming loans.
One should also remember that in a high LTV situation, the 
amount of the loan that exceeds the value of the collateral is un­
secured. As such, there are reporting and risk-based capital rami­
fications for the lender.
Loans to REITs and Real Estate Entities
Loans to real estate investment trusts (REITs) and real estate en­
tities have escalated sharply, in part due to a construction and 
real estate boom. Many REIT loans are unsecured, and typically 
they are large and syndicated. As with most other loan types, 
lenders have relaxed their underwriting standards on many 
loans to REITs and real estate loans, due to the intense compet­
itive environment.
Lenders should treat their REIT loans as part of their exposure to 
real estate. If real estate prices decline, the REITs will be hard- 
pressed to acquire enough cash to pay back their loans. Lenders 
should consider their REIT customers’ ability to repay their loans 
if commercial real estate markets falter. Also, like the high LTV 
loans discussed above, REIT loans are often unsecured, thus trig­
gering certain reporting and risk-based capital ramifications for 
the lender.
No alarm is currently being sounded for real estate loans. 
However, the reduced underwriting standards could cause future 
problems, if the economy slows and commercial real estate mar­
kets suffer. Many real estate loans currently being made are spec­
ulative and are attached to construction projects that have few 
tenant or buyer commitments. If economic trouble arises, the 
people who constructed those buildings may not find tenants or 
buyers. Consequently, the real estate loan borrowers could end 
up defaulting on their loans. Lenders need to consider their bor­
rowers’ sources of payments, besides the construction project.
Agricultural Loans
Serious financial problems are developing for farmers and ranch­
ers, due to sinking commodity prices and severe weather problems
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in certain parts of the nation. Added to these problems is the re­
duced amount of exports due to the crisis in Asia and other parts 
of the world, which will cause many farmers and ranchers to earn 
substantially less money. Consequently, they may have difficulty 
paying back their loans and also will cut back on their business 
investments, reducing the amount of loans they would have oth­
erwise taken from lenders.
Most farmers and ranchers deal with community institutions for 
their loan needs. These institutions need to carefully monitor 
loans to farmers and ranchers who are affected by falling com­
modity prices and falling exports. Many of these community in­
stitutions may have risks related to concentrations of loans to 
farmers or ranchers in specific geographic areas.
Steps for Lenders to Reduce Credit Risk
Lenders should consider different scenarios in evaluating their 
credit risks, for instance, how loans would perform if certain fi­
nancial and economic conditions changed. Also, management 
should remember that many institutions have failed throughout 
history because of concentrations of loans in geographic areas and 
specific industries. Accordingly, management should be alert to 
possible economic trends in the areas and industries they serve. 
Moreover, lenders should resist any tendency to assume in evalu­
ating loans that the unusually favorable economic environment 
of the last few years will continue indefinitely.
Directors and senior management of financial institutions have 
the obligation to monitor lending practices and to ensure that 
their policies are enforced and that lending practices generally re­
main within the overall ability of the institution to manage.
In addition to the aforementioned practices, lenders should—
• Ensure that they have the expertise to collect and work 
subprime accounts. Such collection expertise is crucial to 
successfully operating in the subprime business.
• Have rapid delinquency intervention processes, compre­
hensive counseling, and reduced layering of multiple risk 
factors in place.
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• Base loan-loss allowances on probable credit losses that have 
been incurred as of the balance-sheet date, and not solely 
on what has happened in the past, or regulatory formulas.
• Maintain solid underwriting standards and base them on 
long-term strategic portfolio objectives and the level of risk 
an institution is willing to tolerate over the long run.
Auditing Issues
When evaluating credit risk, the quality of loans, and the ade­
quacy of loan-loss allowances, auditors should consider the mat­
ters discussed in this section and determine if there is a 
heightened level of risk on their clients due to those matters. It 
may be necessary to alter the nature, timing, and extent of audit 
procedures and increase the level of testing due to the matters 
mentioned in this section. In addition, auditors should be aware 
of the aforementioned practices that should be adopted by 
lenders and factor into the risk assessment and planned audit pro­
cedures the absence of any of those practices at their clients. The 
evaluation of loan quality and loss allowances is a complicated 
process. FASB Statement No. 114, A ccounting by Creditors fo r  
Impairment o f  a Loan (FASB, Current Text, vol. 1, sec. I08), and 
FASB Statement No. 5, A c-counting f o r  Contingencies (FASB, 
Current Text, vol. 1, sec. C59), are the primary sources of guid­
ance on accounting for loan losses. Also, auditors should read 
chapters 6 and 7 of the Audit and Accounting Guide Banks and  
Savings Institutions, chapters 5 and 6 of the Audit and Accounting 
Guide Audits o f  Credit Unions, and chapter 2 of the Audit and 
Accounting Guide Audits o f  Finance Companies, as applicable, for 
a thorough discussion of auditing procedures regarding loans and 
loan-loss allowances.
Executive Summary— Credit Risk: Loan Performance Bright, but 
Storm Clouds on the Horizon
• Loan performance in the industry is healthy, but credit problems 
may arise in the near future.
• There have been a general easing of underwriting standards and 
an increase in risky subprime lending. Also, farmers and ranchers
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may be facing problems that could affect their ability to repay 
their loans.
• Auditors may want to look carefully at underwriting standards, sub­
prime lending, and the types of customers with outstanding loans, in 
determining the nature, timing, and extent of audit procedures re­
lated to loans and loan allowances.
Global Economic Crisis
What, briefly, are these global economic problems all about, and how do 
they affect financial institutions?
A global financial and economic crisis is shaping up that could be 
one of the most exacting economic shocks of the century. 
Beginning in the foreign exchange markets and mushrooming 
into the banking sector of Asia, this crisis has spread to Russia and 
Latin America and is threatening to destabilize the European and 
American economies. A global recession may result, with serious 
implications for U.S. financial institutions and corporations.
Asia
In Asia, the Japanese economy has been suffering in a prolong­
ed recession that has dragged down the economies of other 
Asian nations. The Japanese yen has sunk to very low levels, and 
the Japanese stock market continues to lose value. In addition, 
the Japanese banking system is unstable, as it sits atop sign­
ificant sums of bad loans. These banks have responded to their 
financial difficulties by withdrawing credit lines from other 
Asian nations, which has caused further financial distress in 
those countries.
Outside of Japan, the currencies and stock markets of Asian na­
tions continue to fall. Countries such as Indonesia, the Republic 
of Korea (ROK), Thailand, and Malaysia are experiencing severe 
currency devaluations, recession, unemployment, plummeting 
capital markets, dried-up credit sources, and falling consump­
tion. China is under pressure to devalue its currency, the yuan, 
because its exports are being undercut by exports from the other 
Asian nations whose currencies are lower. A devaluation of the
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yuan would most likely trigger a devaluation in the Hong Kong 
dollar and a further round of currency devaluations in the area, 
thus worsening the situation.
As Asian currencies lose value, those nations and the companies 
in those nations cannot buy enough U.S. dollars to pay off their 
U.S. dollar-denominated loans. Defaults and bankruptcies may 
occur. This would worsen the recession in those Asian countries, 
worsen the banking crisis in Japan, and could trigger a banking 
crisis in Europe, whose financial institutions are much more ex­
posed in Asia than U.S. institutions.
Russia
The Russian economy has completely crashed. Its currency has 
been tremendously devalued and a large chunk of its economy is 
operating on a barter system. In addition, the current oil glut and 
low oil prices have substantially reduced very important oil rev­
enues to Russia. The devaluation of the Russian ruble has spread 
panic throughout other emerging markets, such as Latin America. 
The Russian government is mired in a state of chaos and has re­
fused to pay some of its foreign debts. In fact, large-scale debt re­
structurings will be necessary. All of this has led to a complete loss 
of investor confidence in Russia and has led to shakiness in 
Western and other financial markets, as a nuclear-armed, unpre­
dictable, and chaotic Russia continues to implode.
Europe
The Russian financial and economic collapse will detrimentally 
affect the economies of former Soviet republics and the Baltic 
states, given their dependence on the Russian economy. 
Moreover, the Russian crisis may drag down Eastern European 
countries such as Poland and the Czech Republic.
In Western Europe, economic malaise and high unemployment 
continue. The financial crisis in Russia and other emerging mar­
kets will slow the economic recovery of Western European coun­
tries. Already, the German and Spanish stock markets have 
tumbled as a result of the Russian collapse.
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Latin America
The problems in Asia and Russia have spread to the emerging 
markets of Latin America, and investors have begun pulling out 
of those markets. The economies of Latin America have already 
been struggling with difficulties, such as low exports and low 
commodities (for example, oil) prices. Now, with investors 
pulling out, capital sources will become scarcer. In addition, a 
wave of currency devaluations could hit Latin American nations, 
because they may have to devalue their currencies to not lose ex­
ports to Asian nations, whose currencies are already low.
Hedge Funds
The rapidly deteriorating conditions in world financial markets 
have hit some hedge funds particularly hard. Hedge funds typi­
cally engage in complex trading strategies. Such strategies, de­
signed to hedge investors from changes in currency and interest 
rates, require traders to predict the direction of those changes. 
Many of those strategies were proven woefully inadequate when 
confronted with the volatile global financial situation. As these 
investments broke down, hedge fund operators struggled 
to meet the demand for investor redemptions and margin calls 
from lenders who had financed these investments, dumping 
their holdings and incurring huge losses. Firms that used 
leverage to make hedges magnified those losses. In one highly 
publicized case, the Federal Reserve Bank organized a $3.6 
billion private bailout of Long-Term Capital Management 
Fund, a large hedge fund with an estimated $1.25 trillion expo­
sure to international markets. The Federal Reserve Bank feared 
that the fund’s imminent collapse would further damage 
world markets.
Effects of Currency Devaluations
When currencies devalue, the price of imported goods increases, 
which causes inflation to rise. Also, institutions and companies that 
borrowed in U.S. dollars pay out more money in local currencies, 
when the local currency devalues. Some of these institutions and 
companies may default and go bankrupt. Investors suffer,
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since they cannot retrieve their money. In addition, the local 
economies worsen, with increased unemployment and recession.
What Caused the Current Crisis
The causes of the global financial and economic crisis are compli­
cated and numerous. The International Monetary Fund (IMF), a 
primary agency of the global economy, has continually bailed out 
the bankrupt countries of the emerging markets with massive 
loans. These countries are not forced to undergo market-induced 
reforms of their aberrant economic and financial structures and 
markets. As a result, no real fundamental reform occurs in those 
countries and the underlying problems remain. For example, the 
financial and political institutions and processes in Russia have 
not fundamentally changed since the Soviet Union lost the cold 
war in 1991. Western governments have poured massive amounts 
of loans into Russia. These bailouts have kept a dysfunctional and 
discredited system on life support.
Often, the massive loans made to these emerging markets are 
never repaid, currency devaluations become widespread, and 
economies hurtle into recession.
The crisis is also the result of inordinate and imprudent invest­
ments in and loans to unprofitable businesses, real estate develop­
ers, pampered state enterprises, and other projects. Additionally, 
the crisis is due to a decades-old reluctance by Asian nations, es­
pecially Japan, to allow more foreign access to its markets and for­
eign equity ownership of its corporations.
Solutions
Currently, the countries embroiled in the crisis and the Western 
nations do not know how to solve this global problem. The gov­
ernments of the Asian nations, and the other nations similarly 
affected, are constrained to clean up the financial mess and insti­
tute radical reforms. They need to ensure that draconian mea­
sures, writing off large nonperforming loans and reorganizing or 
closing problem institutions, are introduced. In fact, Asian gov­
ernments, such as those in Thailand, ROK, and Japan, have insti­
tuted reform programs.
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The emerging market nations immersed in this crisis may not 
succeed in reforming their financial and economic infrastruc­
tures. There is always the tendency to conceal bad loans, and po­
litical pressures may prevent necessary reforms. For instance, 
powerful constituencies in those nations fear the changes that fi­
nancial reform will bring and may attempt to stymie those 
changes. Also, immense amounts of public money are needed to 
write off the many bad loans, and large layoffs may result from 
the restructuring of businesses and institutions. Those measures 
will create a tremendous uproar among the populations of those 
countries. Riots, such as those in Indonesia, are a real possibility.
How long the crisis will last and how much worse it will get is im­
possible to predict. Too many variables are involved, and the 
problems are too complicated
Effects on the United States
Instability in foreign countries affects the American economy, fi­
nancial institutions, and companies. Some of the effects of the 
global crisis on the United States could be perceived as beneficial. 
For instance, the Federal Reserve has refused to raise interest 
rates, due in no small part to the Asian turmoil, since the Fed 
does not want to trigger further currency devaluations. Lower in­
terest rates have boosted home building, commercial construc­
tion, and consumer spending. The negative effects of the global 
crisis, however, could far outweigh any perceived positive effects. 
Miserable economic conditions in emerging market countries 
and a strong U.S. dollar can be seriously detrimental to U.S. cor­
porations, by causing a decline in demand for U.S. goods and 
slow domestic sales, due to competition from cheaper imports. 
Also, financial institutions and companies that have links or are 
thought to have links to those countries embroiled in the finan­
cial turmoil may see their stock prices lose substantial value, as 
investors run away from such entities. Some economists predict 
that the full effect of the global troubles will strike the U.S. in 
early 1999. The effects of the crisis will be varied across the coun­
try. Manufacturers, oil producers, ranchers, farmers, high-tech­
nology companies, and aerospace businesses that rely on exports 
may be seriously affected.
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In particular, the Western U.S., including California, Idaho, 
Arizona, Oregon, and Washington, is much more heavily depen­
dent on Asian exports than other parts of the country. Grain-pro­
ducing states in the Great Plains and Midwest also rely on Asian 
markets to sell their agricultural products. States such as Texas, 
Arkansas, and Oklahoma may suffer economic slowdowns due to 
dwindling oil exports to Asia. In addition, Hawaii could experi­
ence a decline in the tourism industry, as fewer Asians are able to 
travel due to harsh financial conditions.
Effects of the Global Crisis on Financial Institutions
Borrowers whose businesses are adversely affected by the global 
crisis, such as farmers, ranchers, and manufacturers, may be 
under stress to repay their debts, as their revenue and profits de­
cline. Management of financial institutions will need to care­
fully monitor the loan portfolios of those borrowers. 
Furthermore, people who are employed in industries whose 
production levels are slowed by the global financial disaster may 
face unemployment or reduced wages. These people will also be 
under stress to repay their outstanding debts. Management will 
therefore need to carefully monitor the performance of 
those loans.
Larger international financial institutions are suffering large losses 
due to bad loans and trading setbacks. Many of these institutions 
will most likely see the quality of their assets and derivatives in 
Russia, Asia, and other troubled areas deteriorate. Consequently, 
material chargeoffs of those assets and derivatives may be neces­
sary. In some cases, losses at some institutions may be significant 
enough to trigger layoffs and restructurings.
In addition to the loan-quality problems just mentioned, finan­
cial institutions could face reduced levels of business growth, in­
cluding fewer commercial loans, if the effect of the global crisis is 
severe enough to seriously slow U.S. economic growth.
Auditing Issues
As mentioned above, lenders may be confronted with a deteriora­
tion in the quality of their loans to customers adversely affected
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by the global financial and economic crisis. Auditors should be 
aware of these worldwide financial troubles and whether their 
clients’ loan portfolios are affected. Auditors should read the 
“Credit Risk: Loan Performance Bright, but Storm Clouds on the 
Horizon” section of this Alert for guidance on steps to take re­
garding loan-quality evaluations.
Also, greater risk exists with institutions involved in derivatives, 
assets, and foreign-currency-related transactions related to trou­
bled countries. Based on the materiality of the amounts involved, 
auditors may need to determine whether management has appro­
priately assessed the performance of its assets and derivatives re­
lated to Asia, and whether such balances should be charged off. 
Also, auditors should consider whether management has appro­
priately accounted for, and made all required disclosures relating 
to, foreign currency translation, transactions arising from the 
translation of asset and liability positions, and revenue and ex­
pense transactions in currencies other than the U.S. dollar pur­
suant to FASB Statement No. 52, Foreign C urrency (FASB, 
Current Text, vol. 1, sec. F60).
The global crisis may also result in a greater number of risks and 
uncertainties for many institutions, particularly with regard to 
current vulnerability due to certain concentrations. Auditors 
should consider whether management has appropriately evalu­
ated all such risks and uncertainties and made the necessary dis­
closures pursuant to Statement of Position (SOP) 94-6, Disclosure 
o f  Certain S ignificant Risks an d  Uncertainties. In addition, audi­
tors should also evaluate management’s consideration of related 
contingencies arising from the global crisis, pursuant to FASB 
Statement No. 5, A ccounting f o r  C ontingencies (FASB, Current 
Text, vol. 1, sec. C59).
These are just some examples of some of the possible auditing 
and accounting implications of the global economic crisis and 
should not be viewed as an exhaustive list of all the issues that 
might arise. Auditors should continue to monitor the crisis and 
assess its impact on their clients, considering all relevant facts 
and circumstances.
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Executive Summary— Global Economic Crisis
• A global economic and financial crisis exists that is affecting emerg­
ing markets, such as Asia and Russia. The crisis involves currency de­
valuations, loan defaults, and severe recession.
• The causes of the crisis are complicated and numerous. They include 
poor policy decisions by the IMF and Western governments, and in­
ordinate and imprudent investments and loans.
• Financial institutions may suffer from the crisis in a variety of ways, 
including the possible financial deterioration of borrowers, losses 
on trading and loan activity connected to troubled nations, and 
lower demand for loans by businesses and people adversely affected 
by the crisis.
• Auditors should be aware of the potential risks to institutions that 
have loans and derivative transactions with institutions and govern­
ments in those countries affected by the crisis. In addition, auditors 
should pay attention to the credit quality of loans to people and 
businesses affected by the global crisis, such as businesses that export 
goods to Asia.
SEC Staff Views on Provisions for Credit Losses
What is the SEC saying about provisions for credit losses?
The SEC staff believes that obligations for credit losses on certain 
off-balance-sheet financial instruments (for example, forwards 
and swaps) should be classified separately as liabilities and not 
combined with the allowance for loan losses. In addition, for on- 
balance-sheet financial instruments, allowances for credit losses 
are valuation accounts that should be presented as a reduction of 
the carrying value of the related balance-sheet item. That is, the 
allowance for credit losses for different balance-sheet instruments 
may not be aggregated and presented on a separate stand-alone 
basis in the balance sheet.
As to the treatment of the provisions for credit losses in the in­
come statement, article 9 of Regulation S-X indicates that the 
provision for loan losses should appear on the face of the income 
statement or in the notes. This item is included in the amount re­
ported as net interest income after provision for loan losses and is
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before other income and other expenses. Based on its account 
title in article 9 and its relation to net interest income in the in­
come statement, the SEC staff does not believe that it is appro­
priate for credit loss provisions on other types of balance-sheet 
and off-balance-sheet items that do not affect net interest income 
to be included in the provision for loan losses account. The staff 
believes that these other provisions should be recorded in other 
income and expenses. In addition, the SEC staff believes that it is 
inappropriate to transfer general reserve amounts between the 
different allowance accounts established for credit losses.
Credit Union Membership Legislation
What has resulted from the huge legislative battle over credit 
union membership?
On August 7, 1998, legislation was signed into law that eases 
membership restrictions on credit unions and allows them to ex­
pand. The legislation, known as H.R. 1151, The Credit Union 
Membership Access Act, will permit occupation-based credit 
unions to take in groups of members from unrelated companies, 
as long as each group has fewer than 3,000 employees.
The passage of this legislation negates a February 1998 Supreme 
Court ruling that restricted credit union membership and ended 
the expansion considered critical to the credit union industry. 
Siding with banks, the Supreme Court decided that the current 
law required credit unions to serve members joined by a single 
common bond, not multiple groups, each with its own common 
bond. However, Congress, largely sympathetic to credit unions 
and their millions of members, changed that law.
Auditing Issues
H.R. 1151 includes credit union audit provisions. The need for 
those provisions arose because the National Credit Union 
Association (NCUA) adopted a regulation that allows nonlicensed 
persons to audit a federal credit union’s financial information. 
This is in direct contravention of most state accountancy statutes. 
The credit union audit provisions of H.R. 1151 require—
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1. Insured credit unions with assets greater than $ 10 million 
to file reports or statements with the NCUA that are con­
sistent with generally accepted accounting principles 
(GAAP), or are no less stringent than GAAP.
2. Insured credit unions with assets greater than $500 million 
to have annual independent audits of their financial state­
ments performed in accordance with generally accepted 
auditing standards (GAAS) by independent CPAs or li­
censed public accountants.
3. Federal credit unions with assets greater than $10 million, 
that use an independent auditor to perform the audit re­
quired by the credit union supervisory committee, to use an 
auditor licensed pursuant to the state accountancy statute.
CPAs engaged with credit unions facing the new GAAP require­
ments should obtain a copy of the AICPA’s Audit and 
Accounting Guide Audits o f  Credit Unions for an understanding 
of the financial accounting and reporting principles and practices 
for credit unions. The Guide can be ordered by calling the 
AICPA Order Department at 1-888-777-7077
Modernizing the Country’s Financial Framework
What efforts are under way to update the nation’s laws and regulations 
governing her financial institutions?
Current Legislative Efforts
Many believe that financial modernization legislation is needed 
to create an effective legal framework for financial institutions 
and other financial services companies to operate and compete 
in. The current legal framework has been rendered largely obso­
lete by the rapid changes occurring in the financial services in­
dustry (see the “Fundamental Changes in the Financial Services 
World” section of this Alert for more information) and by aggres­
sive regulatory changes. Legislation may be needed to ensure that 
all financial institutions are given the chance to compete in many 
different financial services on a level playing field.
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The Senate is currently debating legislation (H.R. 10) that signif­
icantly reforms the laws governing the activities of financial insti­
tutions. The bill was passed by a one-vote margin in the House of 
Representatives on May 14, 1998. As it stands, H.R. 10 allows 
banks, securities firms, and insurance companies to merge and 
operate as affiliates under a financial holding company, super­
vised by the Federal Reserve Board (the “Fed”). Among other 
provisions, this legislation allows banks to underwrite securities 
and insurance through affiliates and codifies the insurance and 
securities activities that financial institutions have already been 
engaging in.
If eventually passed into law, H.R. 10 would eliminate the Glass- 
Steagall Act, passed in 1933 during the Great Depression to pre­
vent abusive activities by banks. The Act prohibits commercial 
banks from dealing in or underwriting securities. Regulators, es­
pecially the Office of the Comptroller of the Currency (OCC), 
have been eroding the restrictions of the Glass-Steagall Act for 
years. Many analysts believe that Glass-Steagall is no longer nec­
essary, as the abuses it was meant to prevent are now illegal. 
Furthermore, financial institutions have simply outgrown the an­
tiquated restrictions placed on their activities in nonbanking 
areas. Barriers between banking and insurance activities were 
erected in the mid 1950s. H.R. 10 would eliminate those barriers 
as well by allowing banks to underwrite insurance.
Support for and Opposition to the Current Legislation
H.R. 10 's prospects for passage into law are not bright. Many 
powerful interests oppose the bill as currently written. Those in­
terests include a majority of the banking industry, the Treasury 
Department, and groups that claim to represent consumers. The 
securities industry, the insurance industry, and the Fed support 
the bill.
Some analysts see the disagreement between the Treasury 
Department and the Fed over the bill as a turf war. H.R. 10 re­
quires financial institutions to operate their securities and insur­
ance businesses in holding company affiliates. These affiliates 
would fall under the supervision of the Fed. The Treasury
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Department, whose regulatory arm is the OCC, wants securities 
and insurance activities to be housed in operating subsidiaries, 
where they hold regulatory sway.
Beyond a simple turf war, serious concerns exist over whether the 
Fed or the OCC should have primary supervision over banks’ 
new business activities. For instance, H.R. 10’s requirement that 
banks’ insurance and securities businesses operate out of holding 
companies would insulate those activities from bank activities in­
sured under the Federal Deposit Insurance Corporation (FDIC). 
In contrast, if insurance and securities businesses are housed in 
bank operating subsidiaries, then such businesses would in effect 
be subsidized by FDIC insurance. Banks would therefore main­
tain an unfair advantage over their nonbank competitors, and the 
FDIC insurance system would be exposed to possible failures in 
those activities. In addition, the Fed is an independent agency, 
whereas the OCC is part of the executive branch of the govern­
ment. As such, allowing the OCC to maintain primary supervi­
sion would result in the potentially dangerous situation of having 
politicians regulate a significant amount of the banking industry.
Banks dislike the current bill because they believe it contains 
muddled provisions that limit their ability to engage in insurance 
activities. They also oppose the bill’s provisions that give securi­
ties and insurance regulators authority over banking products. In 
addition, banks oppose the bill because it diminishes the capacity 
of national banks to operate businesses from operating sub­
sidiaries, because H.R. 10 would have banks operate their securi­
ties and insurance activities from holding companies. These 
holding company affiliates are expensive to create and, as dis­
cussed earlier, would be regulated by the Fed and not the OCC. 
Banks favor OCC supervision inasmuch as the OCC has broad­
ened the powers of banks to expand into new business areas dur­
ing these changing times. Smaller banks oppose H.R. 10 mostly 
because they believe the bill will help very large financial institu­
tions expand and threaten their business.
Some groups claiming to represent consumers have brought con­
siderable pressure to bear on legislators in hopes of defeating or 
changing H.R. 10. Their primary fear is that the bill’s shifting of
36
a bank’s activities to holding company affiliates would weaken 
the Community Reinvestment Act (CRA). Bank holding affili­
ates are not subject to the CRA’s provisions. Thrift institutions 
oppose H.R. 10 legislation because they believe the bill would 
restrict the powers of thrifts and weaken their competitive stand­
ing in the industry.
Insurance company management and management of securities 
firms are ardent supporters of H.R. 10, believing that the bill 
levels the playing field on which they compete against banks and 
other financial institutions.
Auditors should monitor the development of financial-modern­
ization efforts, inasmuch as new laws governing the activities of 
financial institutions will obviously have a significant effect on 
clients that engage in lending and depository activities.
Executive Summary— Modernizing the Country’s 
Financial Framework
• Congress is debating important and historic legislation that would 
change the laws and regulations that govern the activities of finan­
cial institutions.
• The prospects for passage of this legislation are not bright. Many 
powerful interests oppose the bill.
• Auditors should keep abreast of developments.
Management Under Pressure and Possible Audit Risk
Is management of financial institution clients subject to unusual 
stresses these days?
Although management of financial institutions is always under 
pressure to perform, the circumstances that exist currently may 
be more strenuous than usual. Some of those circumstances are 
described in the following sections.
Earnings Expectations
Management of financial institutions has been under unusual 
pressure to release earnings statements that meet analysts’ expec­
tations. If management does not report such earnings, the market
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value of the institution’s stock decreases and management nor­
mally suffers.
Merger Expectations
Management of institutions that have combined during this 
current consolidation trend is under stress to justify the combina­
tion to shareholders by delivering the promised fruits of those 
mergers—such as reduced expenses, expanded product lines, 
expanded product channels, synergies, and improved profit mar­
gins. Management may find it quite difficult and distressing to 
make these mergers and acquisitions work and keep shareholders 
happy. See the “Fundamental Changes in the Financial Services 
World” section of this Alert for a further discussion.
Fierce Competition
Competition within the financial services industry is especially 
fierce these days, as the consolidation and convergence mania 
demonstrates. This intense competition is forcing financial insti­
tutions to battle for all types of loans and deposits by offering bet­
ter service and more attractive interest rates to customers. No 
sector within the industry seems untouched by this heightened 
level of rivalry. Some examples of this competition follow.
• Community banks and credit unions are competing for 
deposits and consumer loans within a similar area and with 
large multi-state banking organizations.
• Financial institutions are vying among themselves and 
with mutual funds and insurance companies for deposit 
dollars.
• Commercial banks contend with insurance companies in 
expanding their operations to include asset management 
businesses and annuity products.
• Several insurance companies have applied for thrift char­
ters, in hopes of lending money to their policyholders, 
thus posing another competitive threat to traditional 
lenders.
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• Many credit card issuers must offer incentives, such as low 
teaser rates, no annual fees, balance transfer options, and 
rebates to attract new customers.
• Home equity lenders have struggled furiously to take cus­
tomers away from one another by offering lower rates or 
bigger loans, in a tremendous round of refinancings.
Auditing Issues
Some specific matters auditors should be concerned with, when au­
diting a client subject to intense pressures, include the risk of mater­
ial misstatement due to fraud, possible loan-quality issues, liquidity, 
aggressive accounting methods, and internal-control weaknesses.
Risk o f  M a teria l M issta tem en t D ue to Fraud. SAS No. 82,
Consideration o f  Fraud in a F inancial Statement Audit, points out 
the following factors that may indicate an increased risk of fraud­
ulent financial reporting at the institution:
• An excessive interest by management in maintaining or in­
creasing the entity’s stock price or earnings trend through 
the use of unusually aggressive accounting practices
• A management practice of committing to analysts, credi­
tors, and other third parties to achieve what appear to be 
unduly aggressive or clearly unrealistic forecasts
• Management setting unduly aggressive financial targets 
and expectations for operating personnel
• High turnover of senior management, counsel, or board 
members
• High degree of competition or market saturation, accom­
panied by declining margins
• Rapid changes in the industry
• Significant pressure to obtain additional capital necessary 
to stay competitive, considering the financial position of 
the entity
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• Unrealistically aggressive sales or profitability incentive 
programs
• Adverse consequences on significant pending transactions, 
such as a business combination, if poor financial results 
are reported
When one or more of these risk factors is identified, professional 
judgment should be exercised when assessing their significance 
and relevance. Auditors assessing the risk of material misstate­
ment due to fraud should keep in mind that the presence of a 
risk factor should not be considered in isolation, but rather in 
combination with other risk factors and conditions or mitigating 
circumstances. SAS No. 82 provides guidance to the auditor 
when considering risk factors in assessing the risk of material mis­
statement of the financial statements due to fraud.
Loan Quality Issues. Some lenders choose to combat the intense 
competitive pressures by sacrificing loan quality to achieve de­
sired levels of volume. These lenders may relax underwriting stan­
dards to gain market share. Read the “Credit Risk” section of this 
Alert for guidance regarding loan-quality issues.
Liquidity. As pressure increases to maintain or expand earnings, 
the institution may sacrifice liquidity by seeking investments and 
loans with higher risks and returns. If market interest rates subse­
quently increase, the value of the investment portfolio, held for 
liquidity purposes, will decline.
Aggressive Accounting. To achieve expected results or report im­
proved financial results, management may adopt aggressive ac­
counting positions. For example, management may be unusually 
aggressive in recognizing income related to complicated lending 
arrangements or capital-markets transactions. Perhaps manage­
ment may establish excessive reserves in good times to be used 
during a downturn. Another example would be an unusually ag­
gressive interpretation of authoritative guidance related to hedge 
accounting. Auditors should be alert to aggressive accounting po­
sitions taken by management and determine whether the ac­
counting is appropriate under the circumstances.
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O verrid ing In terna l Control. Management of financial institu­
tions engaged in a severely competitive environment may aggres­
sively engage in transactions and bypass normal internal control. 
For instance, a financial institution aggressively pursuing the 
home-mortgage loan business may risk originating loans that do 
not properly flow through the institution’s lending-approval sys­
tem, by exceeding credit limits, skipping certain approvals, or 
failing to collect adequate loan documentation. Internal control 
may therefore not be operating effectively, and loan quality prob­
lems may arise. If auditors determine that there is a risk of this oc­
curring, they will need to take this into account in their 
consideration of internal control and perhaps increase control 
testing, such as additional inspections of loan documents. Poor 
internal control over loan origination may necessitate more test 
work in assessing the adequacy of the allowance for loan losses. In 
such instances, the auditor will want to make extensive manage­
ment letter comments about controls over loans. The auditor 
may wish to recommend an examination of, or an agreed-upon 
procedures engagement on, internal control.
Executive Summary— Management Under Pressure and Possible 
Audit Risk
• Management is under unusual pressure stemming from earnings ex­
pectations, merger expectations, and fierce competition.
• Auditors should be aware of the risks involved when that kind of 
management pressure exists. Those risks include motivation to com­
mit fraud, loan-quality issues, liquidity, aggressive accounting, and 
the potential to override internal control.
Financial Institutions and the Year 2000
What is the Year 2000 Issue and how will it affect financial institutions?
The inability of most computer programs to distinguish the year 
1900 from the year 2000 poses substantial risks to all financial in­
stitutions. The majority of computer operating systems and pro­
grams currently in use have six-digit date fields (YY/MM/DD), 
which represent, for example, December 31, 1999, by 99/12/31. 
The six-digit field, with only two digits for the year, is the basis
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for all date-related calculations within most computer systems 
today, particularly mainframes. The fundamental problem posed 
for these systems by the arrival of the year 2000 is that they have 
no way of expressing a date past year-end 1999; 00/01/01 will be 
interpreted by them as January 1, 1900.
The year 2000 problem is pervasive and complex. Virtually every 
organization will have its computing operations affected in some 
way by the rollover of the two-digit year value to 00. Financial in­
stitutions, service providers, and vendors need to address the risks 
associated with the coming millenium. Assuring that computer 
systems and applications are year 2000-compliant presents a 
complex managerial and technological challenge for all institu­
tions, both public and private. Achieving year 2000 compliance 
in mission-critical systems is essential not only for maintaining 
the quality and continuity of services, but also for assuring the 
very survival of the entity itself.
The year 2000 is not only an information systems issue, but also 
an enterprise-wide challenge that must be addressed at the very 
highest level of a financial institution. Senior management and the 
board of directors should actively manage efforts to plan, allocate 
resources, and monitor progress to correct year 2000 problems.
The federal banking agencies have undertaken extensive supervi­
sory efforts to make sure that financial institutions understand 
their obligation to be ready for the century date change and that 
they take the necessary steps to achieve year 2000 compliance. 
Many policy statements and advisory letters have been issued by 
the Federal Financial Institutions Examination Council (FFIEC) 
and the federal agencies addressing the year 2000. These docu­
ments can be obtained at the Web sites of the various agencies. 
See the “Information Sources” section at the end of this Alert for 
Web site addresses.
Some Important Year 2000 Considerations
Creditworthiness o f  Borrowers. The approach of the year 2000 
creates potentially adverse effects on the creditworthiness of bor­
rowers. The credit quality of a loan may be affected by the failure 
of a borrower’s operating or other systems as a consequence of a
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Year 2000 Issue or a borrower’s failure to comply with debt 
covenant terms regarding Year 2000 Issues. An institution’s al­
lowances for loan losses, however, should be provided only for 
losses incurred as of the balance-sheet date, and should not be 
based on the effects of future events. Financial institutions should 
develop processes to identify, assess, and control the potential 
year 2000 credit risk in their lending and investment portfolios.
C on tin gen cy P lann ing. Year 2000 contingency planning is 
needed to provide assurance that an institution’s mission-critical 
functions will continue if one or more systems fail. The board of 
directors and senior management of a financial institution should 
ensure that their institution’s year 2000 contingency-planning 
process encompasses a plan of action should there be systems fail­
ures at critical dates. Contingency planning must take into ac­
count the impact of external systems, including those of service 
providers, other financial institutions, customers, business part­
ners, and infrastructure providers. Contingency planning will 
vary depending on the size and complexity of the financial insti­
tution. Every institution must evaluate its own unique circum­
stances and environment to develop a comprehensive plan to 
ensure its ability to continue as a functioning business entity after 
January 1, 2000.
The FFIEC has issued an interagency statement titled “Guidance 
Concerning Contingency Planning in Connection with Year 
2000 Readiness.” Readers can obtain this document at the 
FFIEC Web site, at www.ffiec.gov/y2k/contplan.htm.
Custom er Awareness. Customers will look to financial institu­
tions for assurances that the institutions are taking appropriate 
steps to prepare for the century date change. Financial institu­
tions should consider the types of customers with whom they 
need to communicate and develop appropriate ways of reaching 
their customers. In developing customer awareness programs, fi­
nancial institutions should consider some of the issues customers 
might be interested in discussing and effectively communicate 
with them about what could happen and what they should do if 
problems arise. The FFIEC has issued an interagency statement 
titled “Guidance on Year 2000 Customer Awareness Programs.”
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Readers can obtain this document at the FFIEC Web site, at 
www.ffiec.gov.
Service Providers and Software Vendors. Many financial institu­
tions use the services of information systems service providers 
and software vendors in operating critical business functions and, 
as a result, are relying on these entities to ensure that their prod­
ucts operate correctly after the century date change. Also, U.S. fi­
nancial institutions are vulnerable to unprepared foreign 
institutions and businesses that seriously lag the U.S. in year 
2000 preparedness. Even though the U.S. entity is year 2000 
compliant, the foreign entity it is doing business with may not 
be, thus posing a risk to the U.S. institution.
Financial institutions relying on vendors for information-process­
ing services or products should establish a process to determine 
their vendors’ progress in resolving year 2000 issues and the 
readiness of their own systems and data for appropriate testing. 
This process should enable an institution’s management to iden­
tify the obligations of the institution and its service providers and 
software vendors, to establish an effective monitoring program of 
the renovation phase, to establish a process for testing the ren­
ovated products and services, and to adopt contingency plans 
in the event of information systems disruptions. The FFIEC 
has issued an interagency policy statement titled “Guidance 
Concerning Institution Due Diligence in Connection with 
Service Provider and Software Vendor Year 2000 Readiness.” 
Readers can obtain this document at the FFIEC Web site, at 
www.ffiec.gov/y2k/ vendor.htm.
Auditing Issues
First, it must be understood that it is the responsibility of an insti­
tution’s management—not of the auditor—to assess and remedy 
the effects of the Year 2000 on an institution’s systems. The year 
2000 does not create additional responsibilities for the auditor. 
Under GAAS, the auditor has a responsibility to plan and perform 
the audit to obtain reasonable assurance about whether the finan­
cial statements are free of material misstatement, whether caused 
by error or fraud. Thus, the auditor’s responsibility relates to the
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detection of material misstatement of the financial statements 
being audited, whether caused by the year 2000 or by some 
other cause.
Many auditing and accounting issues exist related to the Year 
2000 Issue, including audit planning, going concern issues, es­
tablishing an understanding with the client, valuation, impair­
ment, revenue and expense recognition, and disclosure. These 
issues are fully discussed in the AICPA general Audit Risk Alert— 
1998/99 (Product No. 022223). Auditors should be aware of 
these auditing and accounting issues and should understand the 
various auditing and accounting guidance that has been issued on 
the Year 2000 Issue.
The Appendix to this Alert contains informative year 2000 ques­
tion-and-answer guidance that CPAs will find helpful in under­
standing the issue and their responsibilities.
Executive Summary— Financial Institutions and the Year 2000
• The inability o f  most computer programs to distinguish the year 
19 00  from the year 20 00  poses substantial risk to all financial insti­
tutions. Achieving year 20 00  compliance in mission-critical systems 
is essential.
• The federal banking agencies have undertaken extensive supervisory 
efforts to make sure that financial institutions achieve year 2000  com­
pliance. M any policy statements and advisory letters have been issued.
• Some year 20 0 0  considerations include the creditworthiness o f bor­
rowers, contingency planning, customer awareness, and the readi­
ness o f  service providers and software vendors.
• Auditors should read the AICPA general Audit Risk Alert— 1998/99 
(Product No. 02 22 23) for a thorough description o f audit issues. 
Also, the Appendix to this A lert contains helpful year 20 0 0  ques­
tion-and-answer guidance.
European Economic and Monetary Union
What are EMU and the Euro all about?
On May 2, 1998, eleven of the fifteen countries constituting the
European Union (EU) formally elected to enter Economic and
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Monetary Union (EMU) on January 1, 1999. The advent of 
EMU is an international event of a singular magnitude, with far- 
reaching implications for companies that conduct trade and 
business in and with Europe, and for the international financial 
industry. Considered to be the biggest economic event in Europe 
in the past quarter century, EMU will introduce only one 
reporting currency for Europe— the Euro. In addition, the 
European Central Bank (ECB) will become operational on 
January 1, 1999.
The eleven founding countries of EMU are Austria, Belgium, 
Finland, France, Germany, Ireland, Italy, Luxembourg, 
Netherlands, Portugal, and Spain. Greece anticipates joining in 
2001, and Denmark, Great Britain, and Sweden have elected to 
stay out of EMU for the time being.
How EMU works
The establishment of the Euro as the single currency of the eleven 
countries will occur over a three-year period, from January 1, 
1999, to July 1, 2002. At first, over the long holiday weekend of 
December 31, 1998, through January 4, 1999, all the currencies 
of the eleven European nations will be converted to the Euro at 
rates locked in on December 31, 1998. Cross-currency exchange 
rates between the countries (for example French francs to Belgian 
francs) will no longer exist. Only one conversion rate will be pub­
lished—national currencies to the Euro. During the next three 
years, the Euro will be used only for commercial and wholesale 
purposes. Actual Euro currency and coins will not be introduced 
until the end of the three-year period. Thus, Europeans will still 
carry their traditional national currencies in their wallets during 
the initial transition period.
Once EMU occurs on January 1, 1999, an intermediate step will 
be introduced to currency conversions. For example, to convert 
dollars to French francs, the dollars will first need to be converted 
to Eurasia, using normal currency exchange rates. Then, the 
Eurasia need to be converted to French francs, using officially pub­
lished conversion rates. This process is known as triangulation.
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After the initial three-year period, Euro currency will be released, 
the Euro will become the only legal tender of the participating 
member countries of the EU, and those countries’ traditional 
currencies will be valueless.
Reasons for EMU
European countries are joining economically and monetarily for 
the following primary reasons:
• EMU will change fundamentally the way business is con­
ducted in Europe by consolidating capital markets, further 
enhancing efficiencies in the European common market, 
and facilitating freer movement of goods, services, labor, 
and capital across national boundaries.
• EMU, if ultimately successful, promises to give the 
Euroland countries powerful financial and political clout. 
The Euro will be the sole currency of a large economic bloc 
of nations that will attempt to rival and more successfully 
compete with the economic and financial power of the 
United States.
• Related to the second point, EMU will offer the Euro as an 
alternative reserve currency to the U.S. dollar. Currently, the 
U.S. dollar is the preeminent currency in the world, used in 
most international transactions and forming the bulk of 
many countries’ currency reserves. That fact bestows upon 
the U.S. tremendous financial and political power to wield 
on the world stage. The EU hopes that the Euro will sub­
stantially erode the strong position of the U.S. dollar and 
gain acceptance as a viable and sought-after currency reserve.
EMU’s Effect on U.S. Businesses and U.S. Financial Institutions
U.S. businesses that trade with European customers or suppliers 
or have European operations will be faced with assorted chal­
lenges due to EMU. The immediate concern is the preparation of 
a company’s financial systems to handle the Euro. Many compa­
nies, preoccupied with Year 2000 Issues, have not properly ad­
dressed Euro-system issues. The three-year phase in period
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further complicates the system problems, because businesses will 
be dealing in Eurasia through the banking system and dealing in 
traditional European currencies with customers. Thus, financial 
systems need to be able to handle the multiple conversions.
The advent of the Euro will require that organizations reassess 
their operations in Euroland, including the geographic locations 
of operations, the products offered, and product-delivery meth­
ods. Management will need to understand how their investments 
and derivatives denominated in traditional European currencies 
will be converted to Eurasia and what effect EMU will have on 
their investment and business strategies and investment earnings. 
Also, entities will spend significant sums of money on EMU-re­
lated matters, including renovating systems, updating contracts, 
and modifying their product lines.
On June 12, 1998, the Fed issued a letter (SR 98-16) that pro­
vides an overview of EMU and its impact on banking organiza­
tions. The letter addresses information technology implications, 
contractual and market issues, communication requirements, and 
payment system developments. Financial institutions that use 
foreign markets, or engage in commercial dealings with Euroland 
nations, will be substantially affected by EMU. Readers should 
read the Fed letter for a thorough review of EMU’s impact.
Finally, some financial institutions may suffer heavy losses in busi­
ness areas, such as foreign exchange and international payments.
Auditing Issues
Auditors working with institutions that will be affected by EMU 
will want to make inquiries about how the institution is prepar­
ing for EMU. Failure to prepare adequately for EMU could result 
in difficulties in transacting on clearing and settlement systems 
and in financial statement misstatements due to problems with 
accounting and other information systems that have not been ap­
propriately renovated. In addition, auditors may need to consider 
accounting issues related to foreign currency translations and 
transactions, whether costs related to preparing for EMU have 
been properly accounted for, and the need for possible disclo­
sures. Since EMU is not effective until January 1, 1999, some of
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these matters may not apply to December 31, 1998, financial 
statements. However, management letter comments on the insti­
tution’s readiness for EMU could be helpful in making manage­
ment aware of the importance of this issue.
For auditors of institutions issuing calendar year-end financial 
statements, the effect of EMU will likely represent a Type II sub­
sequent event, as discussed in AU section 560 of the AICPA 
Professional Standards.
FASB EITF Topic D-71, Accounting Issues Relating to the 
Introduction o f the European Economic and Monetary Union 
(EMU), discusses upgrade costs for projects to adapt information 
systems software for the Euro, and the preparation of compara­
tive financial statements if there has been a change in reporting 
currency to the Euro. In addition, the SEC’s Divisions of 
Corporation Finance, Market Regulation, and Investment 
Management issued Staff Legal Bulletin No. 6, which provides 
guidance on Euro-conversion-related issues such as the disclosure 
requirements that could arise.
Executive Summary— European Economic and Monetary Union
• A majority of the nations in the European Union (EU) have entered 
economic and monetary union (EMU) and have adopted the Euro 
as their currency.
• After an initial three-year phase in period, beginning on January 1,
1999, the Euro currency will become the only legal tender in the 
participating member countries of the EU.
• Financial institutions and other companies may need to prepare their 
financial systems to handle the Euro. Additionally, U.S. entities may 
need to reassess their operations in Euroland, and determine what 
effect EMU will have on their business and investment strategies.
• Auditors working with institutions that will be affected by EMU will 
want to make inquiries about how the institution is preparing for 
EMU. For auditors of institutions issuing calendar year-end finan­
cial statements, the effect of EMU will likely represent a type II sub­
sequent event.
• The FASB has issued EITF Topic D-71 dealing with EMU.
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Big Commercial Banks Dealing in Securities Underwriting
What should a CPA know about banks getting involved 
in securities underwriting?
Large banking companies are increasing their securities underwrit­
ing activities. As discussed in the Fundamental Changes in the 
Financial Services World section in this Alert, top-tier commercial 
banks have been merging with investment banks and brokerages 
at a rapid pace. In fact, almost every bank holding company in the 
top twenty-five owns a securities subsidiary. These subsidiaries 
engage in capital markets activities such as underwriting state and 
local government revenue bonds, equities, commercial paper, 
corporate bonds, and mortgage-backed securities. Regulators 
have, over the past decade, eased restrictions on a commercial 
bank’s ability to engage in capital markets activities, believing that 
banks must be allowed to engage in new businesses.
Management of commercial banks have wanted to enter the lu­
crative securities underwriting business for decades. They realize 
that corporate customers often avoid costly traditional lending, 
in favor of raising money in the capital markets. Bank manage­
ment can add significant revenue and profits to their operations 
by underwriting debt and equity securities. Moreover, manage­
ment of commercial banks can enhance their investment client 
base and provide one-stop shopping to their corporate customers 
for all their financial services needs.
Commercial banks will confront a clash of cultures when they com­
bine with a brokerage or investment bank. They will have to absorb 
brokers who are more risk tolerant and more highly compensated 
than those who work at the bank. In combining the organizations, 
bank management will need to create an environment in which 
brokers can ply their trade in an effective and profitable manner. 
They will also need to structure carefully the new organization, 
assigning clear lines of authority to achieve a successful merger.
Auditing Issues
Auditors should read the Effects of Adding and Expanding Pro­
duct Lines, Services, and Businesses part of the Auditing Issues
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section under Fundamental Changes in the Financial Services 
World in this Alert for a description of auditing issues. Clearly, if 
the client is newly engaged in securities operations, the auditing 
team must possess adequate expertise in the securities industry to 
properly perform the audit.
Financial Institutions Offering Brokerage Accounts to Customers
Why are financial institutions offering brokerage accounts to customers, 
and what concerns exist?
More and more, financial institutions are offering asset-manage­
ment accounts to their retail customers. These accounts combine 
a bank account with a brokerage account and contain a sweep 
feature, where idle cash sitting in the account is swept into an in­
vestment such as a money-market mutual fund.
Benefits of Providing Asset-Management Accounts
Management of financial entities hope to gain customers and 
their investment dollars by offering asset-management accounts. 
They are trying to gain and retain customers who are investment- 
savvy and seek investment vehicles for their money beyond tradi­
tional bank products. Management of these institutions, 
including smaller community institutions, are looking for ways 
to increase earnings and expand the range of financial services 
they offer the public. Providing asset-management accounts helps 
financial institutions achieve those goals.
Management and Regulator Concerns
The asset-management accounts offered by some financial insti­
tutions are sometimes more expensive and offer fewer investment 
options than the accounts offered by competitors in the broker­
age industry. Additionally, these accounts can depress profit mar­
gins, because they pay higher interest rates than normal checking 
accounts and they lower deposit levels by sweeping excess cash 
into investments.
A customer who invests his money in an institution’s asset man­
agement account may mistakenly believe that his money is in­
sured by the Federal Deposit Insurance Corporation (FDIC).
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That customer could suffer significant losses if the institution 
fails and the money sitting in the asset-management account is 
uninsured. A statement issued by the four federal banking agen­
cies provides instructions to institutions offering nondeposit in­
vestment products to retail customers. This statement is titled 
FIL 9-94 and can be obtained at the Web sites of the banking 
agencies. See “Information Sources” at the end of this Alert for 
Web site addresses.
In the statement, the banking agencies state that sales activities 
for nondeposit investment products should ensure that customers 
for these products are clearly and fully informed of the nature and 
risk associated with these products. Customers should be told 
that such products are not FDIC insured. An entity involved in 
selling these investment products should adopt a written state­
ment that addresses the risks associated with the sales program 
and contains a summary of policies and procedures outlining the 
entity’s program and addressing, at a minimum, the concerns de­
scribed in the interagency statement. These are just some of the 
points made in the statement. Readers should read the statement 
to fully understand its requirements.
Auditing Issues
Auditors should read the Effects of Adding and Expanding 
Product Lines, Services, and Businesses part of the Auditing 
Issues section under Fundamental Changes in the Financial 
Services World in this Alert for a description of auditing issues 
that may apply to a situation in which a client has begun offering 
asset-management accounts to their customers. In addition, insti­
tutions may incur high acquisition costs when adding these ac­
counts to their product mix. Auditors of those institutions may 
need to focus on the recoverability of those costs and the appro­
priateness of the related accounting. Finally, auditors may need to 
determine that their client complies with the interagency state­
ment discussed above.
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Financial Institutions Continue Their Advance Into 
the Insurance Industry
What are the issues connected to the ongoing movement of financial 
institutions into the insurance business?
In a search for higher earnings and fee-generated income, manage­
ment of financial entities continue to expand their insurance oper­
ations. Management has been helped by recent favorable court 
decisions and regulatory rulings that have paved the way for further 
penetration of the insurance industry by financial institutions. For 
instance, a recent OCC ruling allows banks to sell insurance from 
urban areas, not just small towns. Also helping management is the 
changing attitudes of the insurance industry, which has become 
more agreeable to the entrance of financial organizations.
Financial institutions engage in insurance activities in various 
ways. Currently, most institutions are not allowed to own insur­
ance companies. Instead, institutions form alliances with insur­
ers, set up direct marketing programs with them, and sometimes 
acquire insurance agencies. Insurers underwrite and service the 
insurance product, and the financial institution handles the other 
aspects of the business, such as marketing. The institution sells 
insurance by referring its customers to the insurance representa­
tive, by direct mail and by other methods.
Challenges to Management
Management’s insurance activities may not always succeed. They 
may have difficulty integrating the insurance business with their 
core businesses. Management may have to resolve the cultural dif­
ferences that exist between insurance representatives and banking 
employees. Often, account managers at financial institutions are re­
luctant to let others interact with their customers. Thus, there may 
be tension between the insurance representative and the account 
or relationship manager. Furthermore, insurance activities gener­
ally require a high volume of sales to be profitable. Management 
at larger institutions will therefore find it easier to succeed.
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Auditing Issues
Auditors should read the Effects of Adding and Expanding 
Product Lines, Services, and Businesses part of the Auditing 
Issues section under Fundamental Changes in the Financial 
Services World in this Alert for a description of auditing issues 
that may apply to a situation in which a client has begun engag­
ing in insurance activities. Insofar as insurance activities can be 
complicated, auditors may need to ensure that their engagement 
team possesses the necessary insurance expertise or specialists to 
properly conduct the audit.
Auditors of institutions engaged in insurance activities should 
consider whether management has appropriately accounted for 
transactions related to those activities. Review the AICPA Audit 
and Accounting Guides Property and Liability Insurance 
Companies and Stock Life Insurance Companies for a description of 
applicable guidance.
Auto and Equipment Leasing
Why are institutions engaging in the business of leasing cars 
and equipment to customers, and what should a CPA be aware 
of in working with such activities?
Numerous financial institutions, especially community banks 
and credit unions, are entering the business of consumer vehi­
cle leasing and equipment leasing. This trend is part of the 
overall convergence taking place in the financial services indus­
try. Institutions are looking at related business areas to increase 
revenue and profits. The popularity of leasing over ownership 
is increasing with consumers. Financial institutions recognize 
that if  they fail to finance their customers’ automobiles and 
equipment through leasing arrangements, those customers will 
go elsewhere.
Of course, finance companies have been involved in leasing oper­
ations for many years. However, to many other institutions, leas­
ing is a new business. Understanding the complicated accounting 
for leasing activities can be risky for newcomers.
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FASB Statement No. 13, Accounting for Leases (FASB, Current 
Text, vol. 1, sec. L10), and its related interpretations and amend­
ments provide authoritative guidance on accounting for leases. 
Operating leases generally run for periods considerably shorter 
than the useful lives of related assets. At the expiration of such 
leases, the assets generally are sold or leased again. Direct financ­
ing leases are similar to other forms of installment lending in that 
lessors generally do not retain benefits and risks incidental to 
ownership of the property subject to leases. Such arrangements 
are essentially financing transactions that permit lessees to ac­
quire and use property.
Auditors should read the Effects of Adding and Expanding 
Product Lines, Services, and Businesses part of the Auditing Issues 
section under Fundamental Changes in the Financial Services 
World in this Alert for a description of auditing issues that may 
apply to a situation in which a client has begun engaging in leasing 
activities. Insofar as leasing activities can be complicated, auditors 
may need to ensure that their engagement team possesses the nec­
essary expertise or specialists to properly conduct the audit.
Dwindling Deposits
Are dwindling deposit levels a concern?
Core deposits, such as checking accounts and certificates of de­
posit (CDs), have been declining significantly or have experi­
enced limited growth at many financial institutions, especially 
smaller community institutions. At the same time, loan demand 
at most of these institutions has been increasing at a higher pace. 
Deposits are vital to institutions because they are a primary well- 
spring of money used to generate revenue. The main reason for 
this deposit decline is customers’ growing preference to place 
their money in high-earning mutual funds and stocks. Financial 
institutions cannot compete for those deposit dollars by offering 
their low-rate CDs and other time deposits. Many younger cus­
tomers have never lived through a long period of decline in the 
stock markets. They see financial institutions as places to process 
their paychecks and maintain a little cash liquidity.
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Management of many institutions are therefore involved in a liq­
uidity struggle. They cannot use their normal deposit base to 
meet growing loan demand and withdrawals. So they must seek 
alternate sources of ready money. These sources include borrow­
ing cash from the Federal Home Loan Bank (FHLB) or other in­
stitutions (Fed funds), selling assets, or increasing interest rates. 
Smaller institutions are harder pressed to find alternate sources of 
funds, since they cannot avail themselves of the capital markets 
like larger entities do. Using alternate sources of cash decreases 
profit margins inasmuch as borrowed money is generally more 
costly than deposit sources with low rates. Management of finan­
cial institutions should carefully manage their sources of liquidity 
and be ready and able to respond to market conditions that affect 
their funding sources.
Auditing Issues
Auditors of institutions facing serious declines in deposits should 
carefully assess the liquidity risk of their clients. An institution 
may default on its obligations, if a liquidity deficiency becomes 
severe. Also, failure to gain additional funding sources may de­
press earnings growth. Auditors should assess whether an institu­
tion possesses the necessary liquidity to continue as a going 
concern. SAS No. 59, The Auditor's Consideration o f an Entity’s 
Ability to Continue as a Going Concern (AICPA, Professional 
Standards, vol. 1, AU sec. 341), provides guidance to the auditor 
in conducting an audit in accordance with GAAS with respect to 
evaluating whether there is substantial doubt about an entity’s 
ability to continue as a going concern.
If management plans to sell assets to procure additional funding, 
auditors should conclude whether those assets are properly classi­
fied and valued. In addition, if management borrows funds, audi­
tors need to perform auditing procedures applicable to debt 
balances (see chapter 13 of the Audit and Accounting Guide 
Banks and Savings Institutions for guidance.)
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Refinancing Rage, Prepayment Risk, and Accounting Issues 
Related to the Sale or Securitization of Financial Assets
How does the current wave of refinancings affect financial institutions 
and audit risk?
People are refinancing their mortgages and other home equity 
loans at a remarkable rate due to the low interest rate environment. 
By refinancing their loans, these people are generating extraordinary 
loan volume for mortgage bankers and home equity lenders. At 
the same time, refinancings also generate some problems and risks.
Accounting
Institutions that record gains on sales of loans, in accordance with 
FASB Statement No. 125, Accounting for Transfers and Servicing o f 
Financial Assets and Extinguishments of Liabilities (FASB, Current 
Text, sec. F38), may record sizeable write-downs of servicing assets 
or other retained interests during periods of heavy refinancings. 
This has occurred to a number of subprime mortgage lenders re­
cently. Many institutions securitize and sell their loans to institu­
tional investors. Upon selling the loans, lenders estimate a fair 
value of retained interests and record a gain on the sale. (Note that 
FASB Statement No. 107, Disclosures about Fair Value of Financial 
Instruments (FASB, Current Text, vol. 1, sec. F25), requires credi­
tors to disclose assumptions used to value new or retained interests 
in a securitization.) Lenders are required to estimate delinquencies and 
prepayments when recording the residual interest and sale of as­
sets. A serious risk lies in not estimating appropriate prepayment 
rates when calculating the gain booked to income. When the 
massive refinancing wave hits, institutions that failed to ade­
quately anticipate the refinancing prepayments must write down 
the residuals and record a loss. These losses can be significant.
Servicers Take a Hit
Mortgage loan servicers will see their businesses diminish as their 
servicing portfolios are prepaid and taken off the books. Some of 
these servicers lack large enough loan origination networks to
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generate new loan volume and thus will suffer more serious fi­
nancial difficulties.
Auditing Issues
During a period of intense refinancings, auditors should evaluate 
carefully the assumptions used in valuing residual interests in 
sold loans. These assumptions may be overly optimistic. A deter­
mination should be made about the reasonableness of the gains 
recorded in the financial statements. In these circumstances, au­
ditors should consider SAS No. 57, Auditing Accounting 
Estimates (AICPA, Professional Standards, vol. 1, sec. 342), which 
provides guidance on obtaining and evaluating sufficient compe­
tent evidential matter to support significant accounting esti­
mates. Auditors should also analyze prepayment data used by 
management to calculate servicing rights at sale date and the sys­
tems used to update prepayment data over time for actual pre­
payment experience.
The SEC staff is becoming increasingly concerned over the ap­
plication of GAAP to a sale or securitization of financial assets, 
and assets that are retained or received, or liabilities that are in­
curred. Management and auditors should be aware of EITF 
Topic D-69 Gain Recognition on Transfers o f Financial Assets 
under FASB Statement No. 125, which reminds financial state­
ment preparers of the requirements for recognition, measure­
ment, and disclosure.
When an entity securitizes a loan or receivable it is often required 
to place the initial residual cash flows from the paydown of the 
trust in an over collateralization account to enhance the credit 
rating on the senior tranches of the trust. Such cash will then re­
main in the trust as collateral until certain performance targets 
(for example, delinquencies or losses) are met. Once such targets 
are met and sustained, cash is released to the transferor.
There are currently two methods used to present value these cash 
flows. The first method (cash in) assumes that the residual cash 
placed in the over collateralization account are available to the 
entity when placed in this account. In contrast, the second 
method (cash out) assumes that the cash flows placed in an over
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collateralization account are not considered income until such 
cash flows are actually received by the entity.
The SEC staff believes that the cash out is the appropriate 
method to use in valuing this interest only residual.
Auditors may want to consider the effects of declining business 
and portfolios at servicers that are being adversely affected by the 
voluminous refinancings occurring in the industry. A servicer’s 
operations, earnings, and profits may suffer substantial decline. 
Also, a servicer’s management will probably experience intense 
pressure under these circumstances. See, therefore, the “Auditing 
Issues” part of the “Management Under Pressure and Possible 
Audit Risk” section in this Alert for possible other issues.
In addition, auditors may need to consider how management is 
managing the risks inherent in their servicing portfolios, if such 
portfolios are not hedged.
Finally, auditors should be familiar with the guidance in FASB 
Statement No. 125 and assess management’s application of its re­
quirements. Auditors should read chapter 8 of the Audit and 
Accounting Guide Banks and Savings Institutions, chapter 7 of the 
Audit and Accounting Guide Audits of Credit Unions, and chapter 
2 of the Audit and Accounting Guide Audits o f Finance 
Companies, as applicable, for a more thorough discussion of ac­
counting and auditing matters related to this topic.
Internal Audit Outsourcing
Are there concerns over the outsourcing of internal audit activities?
In addressing various quality and resource issues, many institu­
tions have been engaging independent public accounting firms to 
perform work that has been traditionally done by internal audi­
tors. These arrangements are called internal audit outsourcing. 
The federal banking agencies are concerned that the structure, 
scope, and management of some internal audit outsourcing 
arrangements may not contribute to the institution’s safety and 
soundness. Furthermore, the agencies want to ensure that these 
arrangements with outsourcing accounting firms do not leave
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management and directors with the impression that they have been 
relieved of their responsibility for maintaining an effective system 
of internal control and for overseeing the internal audit function.
Policy Statement Issued
As a result of their concerns, on December 22, 1997, the four fed­
eral banking agencies issued an interagency policy statement on 
the internal audit function of insured depository institutions, 
bank holding companies, and the U.S. operations of foreign bank­
ing organizations. The Fed, FDIC, OCC, and the Office of Thrift 
Supervision (OTS) issued the policy to provide guidance and 
sound practices to help financial institutions effectively manage 
their internal audit function, whether performed by an institu­
tion’s own employees or by outside experts under an outsourcing 
arrangement. The policy statement sets forth some characteristics 
of sound practices for the internal audit function and the use of 
outsourcing accounting firms for audit activities. Additionally, the 
policy statement discusses the effect that outsourcing arrange­
ments may have on the independence of an external auditor who 
is also providing external audit services to an institution.
A client may have outsourced some of its internal audit function 
to the auditor’s firm. Even though the auditor may be providing 
internal audit services, the board of directors and senior manage­
ment of an institution are still responsible for ensuring that the 
system of internal control (including the internal audit function) 
operates effectively. The outsourcing arrangement should not in­
crease the risk that a breakdown of internal control can occur. A 
written contract or engagement letter should clearly set forth the 
internal audit duties of the institution and the duties of the audi­
tor’s firm. It is preferable that the letter indicates that the auditor 
may not perform management functions, make management de­
cisions, or act or appear to act in a capacity equivalent to that of 
an employee (See Independence Issues as follows)
Independence Issues
Questions have been raised about whether external auditors who 
perform an audit of the institution’s financial statements or 
provide any other service that requires independence can also
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perform internal audit services and still be considered indepen­
dent. The AICPA has issued guidance to CPAs on independence 
that addresses these issues. Interpretation No. 101-13 of the 
AICPA Code of Professional Conduct states that the CPAs per­
formance of services, required by the outsourcing arrangement, 
would not be considered to impair independence with respect to 
an institution for which the CPA also performs a service requir­
ing independence, provided the CPA, or the CPAs firm, does not 
act or appear to act in a capacity equivalent to a member of the 
institution’s management or as an employee.
Interpretation No. 101-13 lists activities that would impair a 
CPA’s independence, if the CPA performs those activities as part 
of internal audit services. Some of those activities are—
• Performing ongoing monitoring activities or control activ­
ities that affect the execution of transactions or ensure that 
transactions are properly executed, accounted for, or both, 
and performing routine activities in connection with the 
institution’s operating processes that are equivalent to 
those of an ongoing compliance or quality control func­
tion. An example is reviewing loan originations as part of 
the institution’s approval process.
• Reporting to the board of directors or audit committee on 
behalf of management or the individual responsible for the 
internal audit function.
• Authorizing, executing, or consummating transactions or 
otherwise exercising authority on behalf of the institution.
Interpretation No. 101-13 contains a complete listing of activi­
ties that would impair independence.
The federal banking agencies are concerned that outsourcing 
arrangements may involve activities that compromise, in fact or 
appearance, the independence of the external auditor. The agen­
cies believe that other actions compromise independence in addi­
tion to those in Interpretation 101-13. Such actions include—
1. Contributing in a decision-making capacity or otherwise 
actively participating (for example, advocating positions or
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actions rather than merely advising) in committees, task 
forces, and meetings that determine the institution’s strate­
gic direction
2. Contributing in a decision-making capacity to the design, 
implementation, and evaluation of new products, services, 
internal controls or software that are significant to the in­
stitution’s business activities.
Further Information
Auditors should read the interagency policy statement and the 
AICPA’s Interpretation No. 101-13 for a full understanding of 
this issue. The policy statement is available on the FDIC Web 
site, at www.fdic.gov/banknews/fils/1997/fil97133.html, or by 
calling the Federal Reserve Freedom of Information Office at 
202-452-3684. Interpretation No. 101-13 can be found in the 
AICPA’s Code of Professional Conduct (call 1-888-777-7077 for 
ordering information
Executive Summary— Internal Audit Outsourcing
• M any institutions have been engaging independent public account­
ing firms to perform work that has been traditionally done by inter­
nal auditors. The federal banking agencies are concerned that these 
internal audit outsourcing arrangements may not contribute to the 
institution’s safety and soundness.
• Auditors should become fam iliar w ith the AICPA Interpretation  
10 1 -13 , “Extended Audit Services,” o f the Rules o f Conduct and a 
related interagency statement issued by banking regulators to gain a 
better knowledge o f what is acceptable when it comes to internal 
audit outsourcing.
Repurchase and Reverse Repurchase Agreements
What does one need to be concerned with regarding 
repurchase agreements?
Risks
Depository institutions and others involved with repurchase and
reverse repurchase agreements have sometimes incurred significant
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losses as a result of a default or fraud by the counter-party to the 
transaction. Inadequate credit risk management and the failure to 
exercise effective control over securities collateralizing the transac­
tions are the most important factors causing these heavy losses.
Repurchase and reverse repurchase agreements can be a useful 
asset and liability management tool, but these agreements can ex­
pose a depository institution to serious risks if they are not man­
aged appropriately. It is possible to reduce repurchase and reverse 
repurchase agreement risk if the depository institution executes 
written agreements with all counterparties and custodian banks. 
Compliance with these written agreements should be monitored 
on a daily basis.
Revised FFIEC Policy Statement
The FFIEC recently revised its supervisory policy statement 
on repurchase and reverse repurchase agreements. It provides 
guidance to financial institutions on those agreements, includ­
ing guidelines for written repurchase agreements, policies and 
procedures, credit risk management, and collateral management. 
The FFIEC policy statement has three principal revisions. First, 
a new section covering the requirements of the Government 
Securities Act has replaced an obsolete section dealing with un­
regulated securities dealers. Second, the policy statement has 
been streamlined and updated to generally cover other laws and 
regulations. Third, the list of written repurchase agreement pro­
visions has been updated to reflect current market practice. For 
more information on the revised policy statement, call the 
FDIC’s Division of Supervision at (202) 898-3618. The revised 
policy statement can be obtained at the FFIEC’s Web site, at 
www.ffiec.gov.
Auditing Issues
Auditors should read chapter 12 of the AICPA Audit and 
Accounting Guide Banks and Savings Institutions and chapter 4 of 
the Audit and Accounting Guide Audits of Credit Unions, as ap­
plicable, for a thorough discussion of repurchase and reverse re­
purchase agreements. Those chapters suggest possible auditing 
steps, including—
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• Auditors may want to review the latest audited financial 
statements of the counterparties to the institution’s re­
purchase and reverse repurchase agreements. They may also 
want to review other available reports, such as reports on 
internal control or special-purpose reports by the dealer’s 
accountant, to determine whether the dealer has net capital 
in excess of statutory requirements. If there is reason to 
question the creditworthiness of the counterparty, the audi­
tor should consider consulting with legal counsel regard­
ing whether, in the event of the counterparty’s inability 
to return (sell back) the collateral securities, the insti­
tution has the right to set off the loan liability against 
the collateral.
• Whenever a buyer-lender or its agent does not take deliv­
ery of the securities, the auditor should consider confirm­
ing not only the occurrence and terms of the transaction 
and the obligation to repurchase the securities but also 
that they have not been delivered and are being held on 
the institution’s behalf. The auditor should also recog­
nize that, when delivery is not made, the transaction has 
many of the attributes of an unsecured loan. According­
ly, the auditor should consider assessing the reputation 
and financial strength of the seller-borrower and of 
the custodian.
Loan Participations
Given the upswing in loan participations, what should a CPA remember 
about such transactions?
Loan participation arrangements have been on the upswing in 
the credit union industry. As such, auditors are reminded of the 
following matters:
• Entities that participate in a loan should clearly delineate 
the responsibilities of each participant, such as who has 
servicing responsibility.
• The purchaser of a loan participation is responsible for 
conducting a credit analysis. Loan files for purchased
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participations should be available at the institution and 
should contain pertinent documents, or copies of them.
• The auditor generally will want to obtain copies of any re­
ports issued under SAS No. 70, Reports on the Processing of 
Transactions by Service Organizations (AICPA, Professional 
Standards, vol. 1, AU sec. 324), by the servicer’s indepen­
dent accountants when planning the extent of test work 
necessary in the loan area.
• The auditor should be familiar with the requirements of 
paragraphs 5.18-5.21 and 5.70-5.71 of the AICPA Audit 
and Accounting Guide Audits of Credit Unions (with con­
forming changes as of May 1, 1998) and with the require­
ments of paragraphs 6.38-6.39 and 6.112 of the AICPA 
Audit and Accounting Guide Banks and Savings 
Institutions (with conforming changes as of May 1, 1998), 
as applicable.
Money Laundering1
What precisely is money laundering all about, and what are a CPA’s 
responsibilities?
The Treasury Department has recently intensified its review of 
anti-money laundering measures at financial institutions. Keeping 
in step with the Treasury Department, auditors should refresh 
their understanding of money laundering and its implications.
Criminals use financial institutions to launder the proceeds of 
crime. The evolving dynamics in the depository institutions and 
lending industry generate great business opportunities for finan­
cial institutions, but they also generate risks for institutions, in­
cluding increased money laundering vulnerability. Banks are the 
most vulnerable of financial institutions, because they provide 
the broadest range of financial services that money launderers 
want and need.
1 The Treasury Department has had significant input in drafting the content o f this 
section o f the Alert. As such, it provides auditors o f financial institutions with a 
unique insight into how federal regulators view this important area o f  concern.
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Definition of Money Laundering
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to con­
ceal the initial source of the funds. Money laundering is a global 
activity and, like the illegal activities that give it sustenance, it sel­
dom respects local, national or international jurisdiction. Current 
estimates of the size of the global annual “gross money laundering 
product” range from $300 billion to $1 trillion.
While money laundering activity and methods become increas­
ingly complex and ingenious, its “operations” tend to consist of 
three basic stages or processes: placement, layering, and integration.
Placement is the process of transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial 
system in such a manner as to avoid detection by bank and non­
bank financial institutions and government authorities. Money 
launderers pay careful attention to national laws, regulations, 
governance, trends, and law-enforcement strategies and tech­
niques, to keep their proceeds concealed, their methods secret, 
and their professional resources anonymous. The most common 
placement techniques include structuring2 cash deposits into le­
gitimate bank and other financial institution accounts and con­
verting cash into other monetary instruments.
Layering is the process of generating a series or layers of transac­
tions to distance the proceeds from their illegal source and to ob­
fuscate the audit trail in doing so. Common layering techniques 
include outbound electronic funds transfer, usually directly or 
subsequently into a “bank secrecy haven” or a jurisdiction with 
more liberal recordkeeping and reporting requirements; with­
drawals of already-placed deposits in the form of highly liquid 
monetary instruments, such as money orders and travelers 
checks; and internal transfers between accounts, increasing the 
likelihood of hold removal and nominee accounts controlled by 
an inside perpetrator.
2 Structuring means breaking up large amounts o f currency into smaller amounts to 
conduct transactions in such a manner as to avoid suspicion and detection.
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Integration, the final money-laundering stage, is the unnoticed 
reinsertion of successfully laundered, untraceable proceeds into 
an economy. This is accomplished through a wide variety of 
spending, investing, and lending techniques and cross-border, le­
gitimate-appearing transactions.
The world’s largest and wealthiest economies tend to serve as the 
primary hosts for money launderers and their operations. These 
economies tend to harbor the greatest demand for illegal drugs, 
still the primary predicate money-laundering activity. Also, so­
phisticated money launderers need similarly sophisticated finan­
cial services sectors to successfully launder—to place, layer, and 
integrate proceeds.
Related Laws and Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the Treasury Department to issue 
regulations requiring financial institutions to file reports, keep 
certain records, implement anti-money-laundering programs and 
compliance procedures, and report suspicious transactions to the 
government (see 31 CFR Part 103). Failure to comply with BSA 
reporting and recordkeeping provisions may result in the assess­
ment of severe penalties.
The BSA contains a suspicious activity reporting (SAR) require­
ment. All financial institutions operating in the U.S. are required 
to report suspicious activity following the discovery of: insider 
abuse involving any amount, violations aggregating $5,000 or 
more when a suspect can be identified, violations aggregating 
$25,000 or more regardless of a potential suspect, or transactions 
aggregating $5,000 or more that involve potential money laun­
dering or violations of the BSA.
The BSA also contains regulations requiring financial institutions 
to file currency transaction reports (CTRs) for cash transactions 
greater than $10,000. A new rule on CTR exemptions took effect 
on January 1, 1998 (see the FDIC’s Financial Institution Letter 
10-98 for details about the exemptions).
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Money Laundering and Financial Statements
Money laundering usually results in large quantities of illicit pro­
ceeds that need to be distanced from their source as quickly as pos­
sible in an undetected manner. Consequently, it is less likely that 
money laundering will be detected in financial statement audits 
than other types of illegal activities. In addition, the activity is 
more likely to cause assets to be overstated rather than under­
stated, with shorter-term fluctuations in account balances rather 
than cumulative changes. Thus, money laundering is considered 
to be an illegal act with an indirect effect on financial statement 
amounts under SAS No. 54, Illegal Acts by Clients, (AICPA, 
Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, 
the auditor should be aware of the possibility that such illegal acts 
have occurred. If specific information comes to the auditor’s atten­
tion that provides evidence concerning the existence of possible il­
legal acts that could have a material indirect effect on the financial 
statements, the auditor should apply audit procedures specifically 
directed to ascertaining whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
Executive Summary— Money Laundering
• The Treasury Department has recently intensified its review o f anti­
m oney laundering measures at financial institutions. Auditors  
should have an awareness o f what money laundering is and should 
understand their responsibilities regarding money laundering.
• M oney laundering is a global activity in which cash or other funds 
from illegal activities are funneled through legitimate businesses to 
conceal the initial source o f funds.
• M oney laundering usually results in large amounts o f illicit proceeds 
that need to be distanced from their source as quickly as possible, 
and it is less likely to be detected in a financial statement audit than 
other types o f illegal activities.
• Under SAS No. 54, m oney laundering is considered to be an ille­
gal act with an indirect effect on financial statement amounts. The
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auditor does not have a detection responsibility for such illegal acts. 
However, auditors should be aware o f  the possibility that such illegal 
acts have occurred.
New Sanctions
With what countries and entities are financial institutions prohibited 
from doing business?
The Department of the Treasury’s Office of Foreign Assets 
Control (OFAC) announced on June 10, 1998, that new sanc­
tions have been imposed against the governments of Serbia, 
Montenegro, and the Federal Republic of Yugoslavia (Serbia and 
Montenegro) (FRY S&M). All property in which these govern­
ments have an interest is blocked immediately and financial 
transactions involving them are prohibited, except for transac­
tions within the FRY S&M conducted exclusively through its do­
mestic banking system in dinars or using bank notes or barter. 
OFAC also administers sanction programs against Libya, Iraq, 
Cuba, the National Union for the Total Independence of Angola 
(UNITA), North Korea, Syria, Sudan, Bosnian-Serb-controlled 
areas of the Republic of Bosnia and Herzegovina, international 
terrorists, and international narcotics traffickers.
OFAC administers and enforces economic and trade sanctions 
based on U.S. foreign policy and national security goals. 
Information concerning OFAC rules, lists of prohibited entities, 
and general OFAC information can be obtained on the Web at 
www.ustreas.gov/ treasury/services/fac/ fac.html.
Regulatory Matters
What significant regulatory developments have occurred?
New Independence Standards Board
In an anticipated move, the SEC has given authority to the 
Independence Standards Board (ISB) to develop independence 
standards for public companies and provide guidance on specific 
auditor independence issues.
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According to Financial Reporting Release (FRR) No. 50, issued 
on February 18, 1998, the SEC will allow the ISB to provide au­
ditor independence principles, standards, interpretations, and 
practices, which means the commission no longer will promul­
gate separate independence rules. However, the SEC has not ab­
dicated its own statutory responsibilities, it will provide 
oversight of the ISB and will take enforcement action when ap­
propriate. According to the reporting release, the SEC’s relation­
ship with the ISB will be similar to the one it currently has with 
the FASB.
The ISB has an independence issues committee made up of nine 
representatives from the AICPA SEC practice section and a full­
time staff located in the AICPA’s New York City offices. All SEC 
practice section member firms should now contact the ISB staff 
rather than the SEC staff for guidance on auditor independence 
issues related to SEC registrants.
The following are unchanged:
• Auditors of private companies will comply with the AICPA 
Professional Ethics Executive Committee’s independence 
rules.
• The state boards of accountancy and the AICPA ethics 
committee will undertake their own disciplinary actions 
regarding auditor independence.
Credit Union Investment and Deposit Activities
In 1997, the National Credit Union Administration (NCUA) is­
sued a final rule on Investment and Deposit Activities (Part 703) 
of credit unions that clarifies a number of areas, adds restrictions 
on some securities, broadens authority in certain areas, and at­
tempts to ensure that both credit unions’ management and board 
of directors can authorize only the purchase of investments they 
understand. Subsequently, the NCUA adopted certain amend­
ments to the ruling that revise the broker-dealer and safekeeping 
provisions. Auditors should read the new amendments, as 
deemed necessary. The ruling and amendments on credit union 
investment and deposit activities can be obtained from the
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NCUA Web site, at www.ncua.gov, or by calling the NCUA at 
(703)-518-6360.
External Audits for Small Banks and Thrifts
The Fed, FDIC, OCC, and the OTS, under the auspices of the 
FFIEC, published in the Federal Register on Feb. 17, 1998, a pro­
posed policy statement on external audit programs for banks and 
thrifts. The proposal is available on the FDIC Web site, at www. 
fdic.gov/banknews/fils/1998/fil9816.html.
Banks and savings institutions with assets of $500 million or 
more are already required to have annual audits under section 36 
of the Federal Deposit Improvement Act. Therefore, the FFIEC 
proposal applies only to banks and thrifts under the asset thresh­
old that are not otherwise subject to audit requirements. The 
FFIEC encourages each institution, as part of its external audit 
program, to obtain an annual audit of its financial statements by 
an independent public accountant. If an institution’s board of 
directors or audit committee determines that an audit is not ap­
propriate, two other acceptable alternatives are described: a report 
on the institution’s balance sheet or an attestation report on inter­
nal controls over specified schedules of its regulatory reports, in­
cluding those relating to loans and securities. Both engagements 
should be performed by an independent public accountant.
The FFIEC also encourages banks and thrifts to establish an audit 
committee consisting entirely of outside directors, if practicable.
Directors Exam Policy Rescinded
The FDIC has rescinded its outdated Policy Statement Providing 
Guidance on External Auditing Procedures for State Nonmem­
ber Banks, effective December 31, 1997. The Policy Statement 
recommended, as an alternative to an audit for banks not subject 
to the audit requirement in section 36 of the Federal Deposit 
Improvement Act, that the board of directors or audit committee 
consider having certain specified auditing procedures performed 
by an independent public accountant as its external auditing pro­
gram. However, the FDIC has now determined that the specific
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procedures recommended in the Policy Statement no longer are 
an acceptable alternative to a financial statement audit nor are 
they the best method for meeting the FDIC’s supervisory objec­
tives with respect to external auditing work. Furthermore, under 
the requirements of the Statement on Standards for Attestation 
Engagements (SSAE) No. 4, Agreed-Upon Procedures Engagements 
(AICPA, Professional Standards, vol. 1, AT sec. 600), these spe­
cific procedures are unworkable. Accordingly, the FDIC has 
withdrawn this Policy Statement.
Auditors are reminded that for state-mandated directors exami­
nations and other agreed-upon procedures engagements per­
formed, the requirements of SSAE No. 4 and SAS No. 75, 
Engagements to Apply Agreed-Upon Procedures to Specified 
Elements, Accounts, or Items o f a Financial Statement (AICPA, 
Professional Standards, vol. 1, AU sec. 622) must be met. As re­
quired by AT sec. 600.11 and AU sec. 622.10, if the practitioner 
cannot obtain agreement from a party (such as the state bank reg­
ulator or FDIC) on the procedures to be performed or the party’s 
acceptance of responsibility for sufficiency of the agreed-upon 
procedures for the party’s purposes, the practitioner should not 
include that party as a specified user. Further, those Standards say 
practitioners should not report on an engagement when specified 
users do not agree upon the procedures to be performed and do 
not take responsibility for the sufficiency of the procedures for 
their purposes.
Bank Independent Audit and Reporting Requirements Revised
The FDIC has amended the Annual Independent Audit and 
Reporting Requirements (Part 363) to implement the provi­
sion of the Economic Growth and Regulatory Paperwork 
Reduction Act of 1996 that repealed section 36(e) of the Federal 
Deposit Insurance Act {Federal Register, November 28, 1997). 
Section 36(e) had required each insured depository institution 
with $500 million or more in total assets to have an independent 
public accountant perform specific procedures for determining 
compliance with designated safety and soundness laws. To con­
form Part 363 to the revised statute, the amendment eliminates
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from the regulation Schedule A to appendix A, “Agreed Upon 
Procedures for Determining Compliance with Designated 
Laws.” Bank management is still required to file with the FDIC 
and appropriate federal and state banking agencies an annual re­
port that includes a statement of its responsibilities for comply­
ing with designated laws and an assessment of the bank’s 
compliance with such laws and regulations. The amendment 
also updates certain references to other documents, eliminates an 
unnecessary filing by independent public accountants, and 
aligns the filing requirements with the FDIC’s current approach 
for supervising banking organizations.
Investment Securities and End-User Derivatives Activities
The Fed, FDIC, OCC, OTS, and the NCUA (the agencies), 
under the auspices of the FFIEC have issued a Supervisory Policy 
Statement on Investment Securities and End-User Derivatives 
Activities. The Statement rescinds the Supervisory Policy 
Statement on Securities Activities, published in 1992. Many ele­
ments of that prior Statement are retained in the 1998 Statement, 
whereas other elements have been revised or eliminated.
The 1998 Statement provides guidance to financial institu­
tions on sound practices for managing the risks of investment 
securities and end-user derivatives activities. In adopting the 
1998 Statement, the agencies are removing the specific con­
straints in the 1992 Statement concerning investments by in­
sured depository institutions in high-risk mortgage derivative 
products. The agencies believe that it is sound practice for in­
stitutions to understand the risks related to all their investment 
holdings. Accordingly, the 1998 Statement substitutes broader 
guidance than the specific pass/fail requirements contained in 
the 1992 Statement. Other than for the supervisory guidance 
contained in the 1992 Statement, the 1998 Statement does not 
supersede any other requirements of the respective agencies’ 
statutory rules, regulations, policies, or supervisory guidance. 
Each agency has issued or will issue separate, additional guid­
ance on this issue, including guidance on reporting of securi­
ties activities.
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The guidance in the 1998 Statement applies to all securities in 
held-to-maturity and available-for-sale accounts as defined in 
FASB Statement No. 115, Investments in Debt and Equity 
Securities (FASB, Current Text, Vol. 1, sec. I80), certificates of 
deposit held for investment purposes, and end-user derivative 
contracts not held in trading accounts. This guidance covers all 
securities used for investment purposes, including money mar­
ket instruments, fixed-rate and floating-rate notes and bonds, 
structured notes, mortgage pass-through and other asset-backed 
securities, and mortgage-derivative products. Additionally, the 
1998 Statement covers all end-user derivative instruments used 
for nontrading purposes, such as swaps, futures, and options. 
The 1998 Statement applies to all federally insured commercial 
banks, savings banks, savings associations, and federally char­
tered credit unions.
Management and auditors should read the new Statement and 
understand its provisions, as deemed necessary based on the cir­
cumstances of the engagement. The Statement can be obtained 
on the FFIEC Web site, at www.ffiec.gov, or by calling the indi­
vidual agencies (see the “Information Sources” section at the end 
of this Alert for phone numbers).
Credit Union Service Organizations
The NCUA has updated, clarified, and streamlined existing rules 
concerning credit union service organizations (CUSOs), a com­
mon means of outside provision of services to federal credit 
unions (FCUs) and to credit union members. The final rule clar­
ifies NCUA’s authority to review CUSO books, records, and op­
erations; adds corporate separateness requirements and additional 
permissible services; changes the legal opinion requirements; 
maintains safety and soundness criteria; and ensures the continu­
ity and growth of services to FCUs and their members conducted 
through CUSOs. Related conforming changes are also made to 
credit union service contract, fixed asset, and corporate credit 
union rules. Information is available at the NCUA Web site, at 
www.ncua.gov.
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Market Risk
The FDIC, OCC, and the Fed have amended their respective 
risk-based capital requirements to reduce the regulatory burden 
for banks with significant trading activities. The market-risk rule 
applies to banks whose trading activity equals 10 percent or more 
of their total assets, or whose trading activity equals $ 1 billion or 
more. The interim final rule amends the risk-based capital re­
quirement of the market-risk rule to eliminate a requirement that 
an affected institution must hold capital for specific risk equal to 
at least 50 percent for what would be derived using a standard­
ized calculation. The interim final rule became effective on 
December 31, 1997.
Treasury Department Studies Credit Unions
The Treasury Department completed its study of credit unions 
and NCUA’s management of the Share Insurance Fund 
(NCUASIF) in December 1997. The report concluded that the 
credit union community was in overall good condition. It recom­
mended that the NCUASIF remain under NCUA purview. The 
report called for no major changes in credit union supervision 
or regulation.
The report recommended that Congress and NCUA make im­
portant safety and soundness rules readily accessible; increase the 
asset reserve target for federal credit unions from 6 percent to 7 
percent; adopt a prompt corrective action system for federally in­
sured credit unions, similar to FDIC’s system; require that feder­
ally insured credit unions over $500 million obtain independent 
financial audits by CPAs; and, develop risk-based net-worth re­
quirements for large, complex credit unions.
The report also made several recommendations specifically re­
quiring congressional action, including establishment of a Share 
Insurance Fund available assets ratio of 1 percent of insured shares.
Bank Holding Company Tier 1 Leverage Capital Standard
The Fed has issued a final rule amending the Tier 1 leverage cap­
ital standard for bank holding companies. The amendment to
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Regulation Y establishes a minimum ratio of Tier 1 capital to 
total assets (leverage ratio) of 3 percent for bank holding compa­
nies that either are rated composite “ 1 ” under the BOPEC rating 
system or have implemented the Fed’s risk-based capital market 
risk measure. The minimum leverage ratio for all other bank 
holding companies is 4 percent. Bank holding companies are ex­
pected to maintain higher-than-minimum capital ratios if they 
have supervisory, financial, operational, or managerial weak­
nesses, or if they are anticipating or experiencing significant 
growth. The rule is effective June 30, 1998.
Tax Court Decision Affects Loan Expense Deductions
On June 8, 1998, a Tax Court ruled that institutions should, for 
income-tax purposes, deduct loan expenses over the life of the 
loan and should not deduct the expenses immediately in the year 
the loan is originated. This will increase an institution’s taxable 
income, since the loan expenses will be spread out over a number 
of years. This decision upholds a 1992 Internal Revenue Service 
(IRS) ruling that was not immediately enforced by the IRS. Loan 
expenses include costs that are incurred in extending loans to 
customers, such as the cost of obtaining property appraisals. A 
decision has not yet been made about whether this court rul­
ing will be appealed. CPAs should monitor this issue for 
further developments.
international Rules Streamlined
The FDIC revised three groups of rules and regulations for inter­
national banking, consolidating them into one regulation, Part 
347. The new regulation reduces filing requirements, allowing 
banks to compete abroad more effectively. Most important for 
CPAs, Part 347 simplifies accounting for fees on international 
loans. Instead of requiring specific accounting procedures, the new 
regulation directs banks to follow GAAP. Not only does the new 
regulation ease filing burdens for banks that wish to open a foreign 
branch or make a foreign investment, but it also amends regula­
tions governing insured branches of foreign banks and specifies de­
posit rules for uninsured state-licensed branches of foreign banks.
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New Part 347 is effective July 1, 1998. For more information, con­
tact the FDIC Division of Supervision at (202) 898-3671.
New Auditing and Attestation Pronouncements
What new auditing and attestation standards have been issued?
Presented below are descriptions of recently issued auditing and 
attestation pronouncements that may be applicable to financial 
institutions. For a complete list and description of all new audit­
ing and attestation standards, auditors should read the AICPA 
general Audit Risk Alert—1998/99 (Product No. 022223). Call 
the AICPA Order Department at l-(888)-777-7077 to order.
New Auditing Standards
SAS No. 86, Amendment to Statement on Auditing 
Standards No. 72, Letters for Underwriters and Certain 
Other Requesting Parties
The Auditing Standards Board (ASB) issued SAS No. 86 in March 
1998 to reflect the issuance of SSAE No. 8, Management's 
Discussion and Analysis (AICPA, Professional Standards, vol. 1, AT 
sec. 700). SAS No. 86 allows practitioners that have examined or 
reviewed management’s discussion and analysis (MD&A) in ac­
cordance with the provisions of SSAE No. 8 to state that fact in 
the introductory section of the comfort letter (a special type of 
agreed-upon procedures report that may be issued in connection 
with a securities offering) and attach a copy of the SSAE No. 8 re­
port to the comfort letter. SAS No. 86 presents examples of com­
fort letters that contain references to either an examination of 
annual MD&A or a review of interim MD&A. SAS No. 86 is ef­
fective for comfort letters issued on or after June 30, 1998.
SAS No. 87, Restricting the Use o f an Auditor’s Report
The ASB issued SAS No. 87 in September 1998 and it is effective 
for reports issued after December 31, 1998. SAS No. 87 provides 
guidance to auditors in determining whether an engagement re­
quires a restricted-use report and, if so, what elements to include
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in that report. The SAS states that an auditor should restrict the 
use of a report when—
• The subject matter of the auditor’s report or the presenta­
tion being reported on is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with gen­
erally accepted accounting principles or other comprehen­
sive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of an 
auditor’s report should be restricted, SAS No. 87, among other 
things, defines the terms general use and restricted use, specifies the 
language to be used in restricted-use reports, and requires an audi­
tor to restrict a combined report if it covers subject matter or pre­
sentations that ordinarily do not require a restriction on use and 
subject matter or presentations that require such a restriction. It 
permits auditors to include a separate general-use report in a doc­
ument that also contains a restricted-use report.
SAS No. 21, Segment Information—Rescinded
SAS No. 21, Segment Information (AICPA, Professional Standards, 
vol. 1, AU sec. 435), contained guidance for auditing disclosures 
made in accordance with the provisions of FASB Statement No. 14, 
Financial Reporting for Segments o f a Business Enterprise (FASB, 
Current Text, vol. 1, sec. S20). FASB Statement No. 14 was super­
seded upon the issuance of FASB Statement No. 131, Disclosures 
about Segments o f an Enterprise and Related Information (FASB, 
Current Text, vol. 1, sec. S30), which is effective for fiscal years
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beginning after December 15, 1997. Accordingly, the ASB has re­
scinded SAS No. 21 effective for audits of financial statements to 
which FASB Statement No. 131 has been applied. In its place, au­
diting Interpretation No. 4, “Applying Auditing Procedures to 
Segment Disclosures in Financial Statements,” of SAS No. 31 has 
been issued. See the “New Auditing Interpretations and AITF 
Advisory” section of the general Audit Risk Alert—1998/99 for a 
more detailed discussion of the new Interpretation.
New Attestation Standard
SSAE No. 8, Management’s Discussion and Analysis
Issued by the ASB in March 1998, SSAE No. 8 provides guidance 
to a practitioner concerning the performance of a review or exami­
nation of MD&A prepared pursuant to the rules and regulations of 
the SEC. The presentation of MD&A in annual reports to share­
holders and in other documents constitutes a written assertion upon 
which an attest engagement may be performed. Specifically, SSAE 
No. 8—
1. Sets conditions for engagement performance for both ex­
aminations and reviews of MD&A.
2. Provides extensive guidance on planning, performing, and 
reporting on examinations and reviews of MD&A.
3. Provides a comparison of activities performed for engage­
ments covered by SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements 
(AICPA, Professional Standards, vol. 1, AU sec. 550), with 
those performed under SSAE No. 8.
SSAE No. 8 became effective upon issuance.
In September 1998, the ASB voted to issue the exposure draft 
Amendments to SSAE No. 1, Attestation Standards; SSAE No. 2, 
Reporting on an Entity’s Internal Control Over Financial Reporting; 
SSAE No. 3, Compliance Attestation as a final standard. See the 
“Exposure Draft Issued by the Auditing Standards Board “ section 
of the general Audit Risk Alert—1998/99 for further information.
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New Auditing Interpretation and Audit Issues Task 
Force Advisory
Presented below are descriptions of a new auditing Interpretation 
and a recently issued Audit Issues Task Force (AITF) Advisory 
that have special significance for auditors of financial institutions. 
As stated above, auditors should read the AICPA general Audit 
Risk Alert—1998/99 for a comprehensive list and description of 
new auditing interpretations and AITF advisories.
Interpretation No. 1, “The Use of Legal Interpretations 
as Evidential Matter to Support Management's Assertion 
that a Transfer of Financial Assets Has Met the Isolation 
Criterion in Paragraph 9(a) of Financial Accounting 
Standards Board Statement No. 125,” of SAS No. 73
Issued in February 1998, Interpretation No. 1, “The Use of Le­
gal Interpretations as Evidential Matter to Support 
Management’s Assertion that a Transfer of Financial Assets Has 
Met the Isolation Criterion in Paragraph 9(a) of Financial 
Accounting Standards Board Statement No. 125,” of SAS 
No. 73, Using the Work of a Specialist (AU sec. 9336.01-.18), 
provides guidance regarding the use of a legal specialist’s find­
ings as audit evidence to support management’s assertion that a 
transfer of financial assets meets the legal isolation criterion of 
paragraph 9(a) of FASB Statement No. 125, Accounting for 
Transfers and Servicing o f Financial Assets and Extinguishments of 
Liabilities (FASB, Current Text, vol. 1, sec. F38). The 
Interpretation addresses when the use of a legal specialist’s work 
may be appropriate; factors that should be considered in assess­
ing the adequacy of the legal response; and the use, as audit ev­
idence, of legal responses that are restricted to the client’s use. 
The Interpretation is effective for auditing procedures related to 
transactions required to be accounted for under FASB 
Statement No. 125 that were entered into on or after January 1, 
1998. The AITF has amended the Interpretation to include the 
form of letter that adequately communicates permission for the 
auditor to use the legal specialist’s opinion for the purpose of 
evaluating management’s assertion as well as sample language 
that does not adequately communicate such permission. The
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amended Interpretation appeared in the October 1998 issue of 
the Journal of Accountancy.
AITF Advisory, Practice Issues Regarding Language 
to Permit the Use of Legal Opinions by Auditors.
In February 1998, the AITF issued an Interpretation, “The Use 
of Legal Interpretations as Evidential Matter to Support 
Management’s Assertion That a Transfer of Financial Assets Has 
Met the Isolation Criterion in Paragraph 9(a) of FASB Statement 
No. 125,” of SAS No. 73. (Note that the guidance in this AITF 
Advisory has been incorporated into an amendment of the inter­
pretation that appeared in the October Journal of Accountancy.) 
Paragraph 16 of the interpretation notes that if a legal letter re­
stricts use of the findings expressed therein to the client or to 
third parties other than the auditor, the auditor should request 
that the client obtain the legal specialist’s written permission for 
the auditor to use the opinion for the purpose of evaluating man­
agement’s assertion that a transfer of financial assets meets the 
isolation criterion of FASB Statement No. 125.
The AITF has been made aware that some legal letters addressed 
to clients authorize the client to make copies of the legal opinion 
available to auditors to use in their evaluation of management’s 
assertion that a transfer of financial assets meets the isolation cri­
terion of FASB Statement No. 125, but then state that the audi­
tor is not authorized to rely thereon. The AITF is advising 
auditors that, effective with the publication of this Advisory, such 
“use but not rely on” language, or other language that similarly 
restricts the auditor’s use of the legal specialist’s opinion, should 
not be used as audit evidence. The auditor may wish to consult 
with his or her legal counsel in circumstances in which it is not 
clear that the auditor may use the legal specialist’s opinion.
New FASB Pronouncements
What new standards have been issued by the FASB?
Presented below are descriptions of recently issued FASB State­
ments that affect the financial statements of financial institutions.
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Auditors should read the AICPA general Audit Risk Alert— 
1998/99 (Product No. 022223) for a complete listing and descrip­
tion of recent GAAP developments, including FASB Emerging 
Issues Task Force (EITF) consensus positions and AICPA 
Statements of Position. Call the AICPA at l-(888)-777-7077 
to order.
FASB Statement No. 132, Employers’ Disclosures about Pensions 
and Other Postretirement Benefits, an amendment of FASB 
Statements No. 87, 88, and 106
In February 1998, the FASB issued Statement No. 132, 
Employers’ Disclosures about Pensions and Other Postretirement 
Benefits, an amendment of FASB Statements No. 87, 88, and 10 6  
(FASB, Current Text, vol. 1, secs. P16, P40). FASB Statement 
No. 132 revises employers’ disclosures about pension and other 
postretirement benefit plans. It does not change the measure­
ment or recognition of those plans. It standardizes the disclo­
sure requirements for pensions and other postretirement 
benefits to the extent practicable, requires additional informa­
tion on changes in the benefit obligations and fair values of plan 
assets that will facilitate financial analysis, and eliminates cer­
tain disclosures that are no longer as useful as they were when 
FASB Statements No. 87, Employers’  Accounting for Pensions 
(FASB, Current Text, vol. 1, sec. P 16), No. 88, Employers’ 
Accounting for Settlements and Curtailments o f Defined Benefit 
Pension Plans and for Termination Benefits (FASB, Current Text, 
vol. 1, sec. P16), and No. 106, Employers’ Accounting for 
Postretirement Benefits Other Than Pensions (FASB, Current Text, 
vol. 1, sec. P40), were issued. Statement No. 132 suggests com­
bined formats for presentation of pension and other postretire­
ment benefit disclosures. It also permits reduced disclosures for 
nonpublic entities.
Statement No. 132 is effective for fiscal years beginning after 
December 15, 1997. Earlier application is encouraged. Restate­
ment of disclosures for earlier periods provided for comparative 
purposes is required unless the information is not readily available, 
in which case the notes to the financial statements should include
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all available information and a description of the information 
not available.
FASB Statement No. 133, Accounting for Derivative Instruments 
and Hedging Activities
In June 1998, the FASB issued Statement No. 133 Accounting for 
Derivative Instruments and Hedging Activities. FASB Statement 
No. 133 establishes accounting and reporting standards for deriv­
ative instruments, including certain derivative instruments em­
bedded in other contracts (collectively referred to as derivatives) 
and for hedging activities. It requires that an entity recognize all 
derivatives as either assets or liabilities in the statement of finan­
cial position and measure those instruments at fair value. If cer­
tain conditions are met, a derivative may be specifically 
designated as (a) a hedge of the exposure to changes in the fair 
value of a recognized asset or liability or an unrecognized firm 
commitment; (b) a hedge of the exposure to variable cash flows of 
a forecasted transaction; or (c) a hedge of the foreign-currency ex­
posure of a net investment in a foreign operation, an unrecog­
nized firm commitment, an available-for-sale security, or a 
foreign-currency-denominated forecasted transaction.
The accounting for changes in the fair value of a derivative (that 
is, gains and losses) depends on the intended use of the derivative 
and the resulting designation.
For a derivative designated as hedging the exposure to changes in 
the fair value of a recognized asset or liability or a firm commit­
ment (referred to as a fair-value hedge), the gain or loss is recog­
nized in earnings in the period of change together with the 
offsetting loss or gain on the hedged item attributable to the risk 
being hedged. The effect of that accounting is to reflect in earn­
ings the extent to which the hedge is not effective in achieving 
offsetting changes in fair value.
For a derivative designated as hedging the exposure to variable 
cash flows of a forecasted transaction (referred to as a cash-flow 
hedge), the effective portion of the derivative’s gain or loss is 
initially reported as a component of other comprehensive income
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(outside earnings) and subsequently reclassified into earnings 
when the forecasted transaction affects earnings. The ineffective 
portion of the gain or loss is reported in earnings immediately.
For a derivative designated as hedging the foreign-currency expo­
sure of a net investment in a foreign operation, the gain or loss is 
reported in other comprehensive income (outside earnings) as part 
of the cumulative translation adjustment. The accounting for a 
fair-value hedge described above applies to a derivative designated 
as a hedge of the foreign-currency exposure of an unrecognized 
firm commitment or an available-for-sale security. Similarly, the 
accounting for a cash flow hedge described above applies to a de­
rivative designated as a hedge of the foreign-currency exposure of 
a foreign-currency-denominated forecasted transaction.
For a derivative not designated as a hedging instrument, the gain or 
loss is recognized in earnings in the period of change.
Under FASB Statement No. 133, an entity that elects to apply 
hedge accounting is required to establish, at the inception of the 
hedge, the method it will use for assessing the effectiveness of the 
hedging derivative and the measurement approach for determin­
ing the ineffective aspect of the hedge. Those methods must be 
consistent with the entity’s approach to managing risk.
FASB Statement No. 133 precludes designating a nonderivative 
financial instrument as a hedge of an asset, liability, unrecognized 
firm commitment, or forecasted transaction, except that a non­
derivative instrument denominated in a foreign currency may be 
designated as a hedge of the foreign-currency exposure of an un­
recognized firm commitment denominated in a foreign currency 
or a net investment in a foreign operation.
FASB Statement No. 133 amends FASB Statement No. 52, 
Foreign Currency Translation (FASB, Current Text, vol. 1, 
sec. F60), to permit special accounting for a hedge of a foreign- 
currency-forecasted transaction with a derivative. It supersedes 
FASB Statements No. 80, Accounting for Futures Contracts (FASB, 
Current Text, vol. 1, sec. F80), No. 105, Disclosure of Information 
about Fi-nancial Instruments with Off-Balance-Sheet Risk and 
Financial Instruments with Concentrations o f Credit Risk (FASB,
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Current Text, vol. 1, sec. F25), and No. 119, Disclosure about 
Derivative Financial Instruments and Fair Value o f Financial 
Instruments (FASB, Current Text, vol. 1, sec. F25). It amends 
FASB Statement No. 107 to include in FASB Statement No. 107 
the disclosure provisions about concentrations of credit risk from 
FASB Statement No. 105. Statement No. 133 also nullifies or 
modifies the consensuses reached in a number of issues addressed 
by the EITF.
FASB Statement No. 133 is effective for all fiscal quarters of fiscal 
years beginning after June 15, 1999. Initial application of this 
Statement should be as of the beginning of an entity’s fiscal quar­
ter; on that date, hedging relationships must be designated anew 
and documented pursuant to the provisions of this Statement. 
Earlier application of all of the provisions of this Statement is en­
couraged, but it is permitted only as of the beginning of any fiscal 
quarter that begins after issuance of this Statement. This 
Statement should not be applied retroactively to financial state­
ments of prior periods.
FASB Statement No. 134, Accounting for Mortgage-Backed 
Securities Retained after the Securitization of Mortgage Loans 
Held for Sale by a Mortgage Banking Enterprise, an amendment of 
FASB Statement No. 65
In October 1998, the FASB issued Statement No. 134, Accounting 
for Mortgage-Backed Securities Retained after the Securitization of 
Mortgage Loans Held for Sale by a Mortgage Banking Enterprise, an 
amendment of FASB Statement No. 65. FASB Statement No. 65, as 
amended by FASB Statements No. 115, Accounting for Certain 
Investments in Debt and Equity Securities, and No. 125, Accounting 
for Transfers and Servicing o f Financial Assets and Extinguishments of 
Liabilities, requires that, after the securitization of a mortgage loan 
held for sale, an entity engaged in mortgage banking activities 
classify the resulting mortgage-backed security as a trading secu­
rity. This Statement further amends Statement No. 65 to require 
that after the securitization of mortgage loans held for sale, an en­
tity engaged in mortgage banking activities classify the resulting 
mortgage-backed securities or other retained interests based on its
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ability and intent to sell or hold those investments. This 
Statement conforms the subsequent accounting for securities re­
tained after the securitization of mortgage loans by a mortgage 
banking enterprise with the subsequent accounting for securities 
retained after the securitization of other types of assets by a non­
mortgage banking enterprise.
This Statement shall be effective for the first fiscal quarter begin­
ning after December 15, 1998. Early application is encouraged 
and is permitted as of the issuance of this Statement. On the date 
this Statement is initially applied, an enterprise may reclassify 
mortgage-backed securities and other beneficial interests retained 
after the securitization of mortgage loans held for sale from the 
trading category, except for those with sales commitments in 
place.3 Those securities and other interests shall be classified based 
on the entity’s ability and intent, on the date this Statement is ini­
tially applied, to hold those investments. Transfers from the trad­
ing category that result from implementing this Statement shall 
be accounted for in accordance with paragraph 15(a) of FASB 
Statement No. 115.
Proposed Interpretation or Amendment of FASB Statement No. 125
The FASB is currently deliberating proposed Interpretations or a 
proposed Amendment of FASB Statement No. 125, Accounting 
for Transfers and Servicing o f Financial Assets and Extinguishments 
of Liabilities. The issues the FASB plans to address in these delib­
erations are as follows.
• The impact of the powers of the FDIC as receiver for a 
failed financial institution on the isolation of transferred 
assets under paragraph 9(a) of FASB Statement No. 125
• The effects of conditions that may constrain a transferee’s 
ability to pledge or exchange transferred assets on the ac­
counting for those transfers
3 Mortgage-backed securities and other beneficial interests may be reclassified from the 
trading category when initially applying this Statement without regard for the provi­
sions in paragraph 15 o f FASB Statement No. 115,  which states that “given the nature 
o f a trading security, transfers into or from the trading category.. .should be rare.”
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• Circumstances in which a special-purpose entity (SPE) 
with the ability to sell transferred financial assets can be 
considered qualifying under the criteria in paragraph 26 of 
FASB Statement No. 125
• The effect of provisions that entitle a transferor to repur­
chase or redeem transferred assets (including the impact of 
“removal of accounts provisions”) on the accounting for 
those transfers
• Conditions for deciding whether a transferor that transfers 
financial assets to a qualifying SPE should include the SPE 
in its consolidated financial statements
• The initial measurement of retained interests in transferred 
financial assets and the subsequent measurement of those 
retained interests and of new assets or liabilities received as 
proceeds of a sale
• Whether transfers of financial assets measured using the 
equity method of accounting should continue to be in­
cluded in the scope of FASB Statement No. 125
• Whether the disclosure requirements in paragraph 17 of 
FASB Statement No. 125 should be enhanced to disclose 
(1) assumptions used to measure the fair value of “new” fi­
nancial instruments or to allocate the carrying amount sold 
and retained interests resulting from transfers of financial 
assets, (2) the volume of transfers and resulting gains and 
losses during the period, and (3) continuing rights or oblig­
ations to repurchase transferred financial assets
• Whether to modify certain conditions for the recognition 
of transferred collateral included in paragraph 15 of FASB 
Statement No. 125
Readers should go to the following Web site for complete infor­
mation on these issues: www.rutgers.edu/Accounting/raw/fasb/ 
project/fas125.html. The information on this Web site includes 
tentative decisions reached by the FASB regarding the above is­
sues. An exposure draft of the proposed Interpretation or 
Amendment is expected to be issued during the fourth quarter of
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1998. Also, the FASB is working on an implementation guide for 
FASB Statement No. 125, to answer various questions related to 
the pronouncement.
Auditors should keep abreast of the status of the proposed inter­
pretation or amendment, and the implementation guide, based 
upon the relevancy of these issues to their clients.
References for Additional Guidance
What are some organizations that can provide more information about 
the industry?
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
at the end of this document. Many nongovernment and some 
government publications and services involve a charge or mem­
bership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine, others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Many private companies, professional and trade associations, 
and government agencies allow users to read, copy, and ex­
change information electronically through the Internet’s World 
Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces the Depository Institutions and 
Lending Industry Developments— 1997/98 Audit Risk Alert.
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Practitioners should also be aware of the economic, industry, reg­
ulatory, and professional developments described in the general 
Audit Risk Alert— 1998199 (Product No. 022223) and 
Compilation and Review Alert—1998/99 (Product No. 022222), 
which may be obtained by calling the AICPA Order Department 
at l-(888)-777-7077.
The Depository Institutions and Lending Industry Developments 
Alert is published annually. As you encounter audit or industry 
issues that you believe warrant discussion in next year’s Alert, 
please feel free to share those with us. Any other comments that 
you have about the Alert would also be appreciated. You may 
email these comments to RDurak@aicpa.org, or write to:
Robert Durak, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX
Year 2000 Question-and-Answer Guidance—  
External Auditor Involvement
1. Do auditors provide assurance on an entity’s year 2000 readi­
ness (or whether an entity’s systems are year 2000 “compli­
ant”), as a result of performing a financial statement audit?
No. An auditors opinion on financial statements does not 
provide assurance on an entity’s year 2000 readiness.
The objective of an audit of financial statements con­
ducted in accordance with generally accepted auditing 
standards (GAAS) is to form an opinion on whether the fi­
nancial statements are presented fairly in accordance with 
generally accepted accounting principles (GAAP). Thus, 
auditors are focused on assertions embodied in the finan­
cial statements. In performing an audit conducted in ac­
cordance with GAAS, the auditor has responsibility to plan 
and perform the audit to obtain reasonable assurance 
about whether financial statements are free of material 
misstatement. This responsibility relates to detection of 
material misstatements in the financial statements being 
audited, whether caused by the year 2000 or by some other 
cause. An auditor does not have responsibility to detect 
current or future effects of the year 2000 on operational 
matters that do not affect an entity’s ability to prepare fi­
nancial statements in accordance with GAAP.
The AICPA has published year 2000 guidance for audi­
tors, which is available on its Web site at http://www. 
aicpa.org/members/y2000/index.htm. The guidance in­
cludes interpretations issued by the AICPA Auditing 
Standards Board.
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2. In an audit of financial statements conducted in accor­
dance with GAAS, what is the auditor’s responsibility re­
garding the Year 2000 Issue?
In the planning the audit, auditors consider, among other 
matters, the entity’s methods to process significant account­
ing information. In doing so, the auditor may determine 
that it is necessary to consider whether data-processing er­
rors caused by the Year 2000 Issue could result in a mater­
ial misstatement of the financial statements under audit. 
The results of the consideration may affect the auditor’s 
testing of internal controls and substantive audit proce­
dures. However, auditors are not required to assess whether 
data-processing errors caused by the Year 2000 Issue could 
result in material misstatements of financial statements in 
periods subsequent to the period under audit.
3. What if, during the course of an audit, the auditor be­
comes aware that the entity’s computer programs, which 
are correctly processing current data, would not function 
correctly if used to process data in the year 2000?
In all likelihood, the auditor will report this condition to 
management or the board of directors. However, because 
the computer programs are correctly processing current 
data, and are not currently affecting the entity’s ability to 
prepare financial statements, this situation is not a “re­
portable condition,” and the auditor is not obligated by 
GAAS to report it.
This situation also may be a condition or event that indi­
cates there could be substantial doubt about an entity’s abil­
ity to continue as a going concern. The auditor is obligated 
to consider whether such conditions and events, in con­
junction with other conditions and events, cast significant 
doubt on the entity’s ability to continue as a going concern. 
The Auditing Standards Board issued Interpretation No. 2, 
“Effect of the Year 2000 Issue on the Auditor’s 
Consideration of an Entity’s Ability to Continue as a Going 
Concern,” of SAS No. 59, The Auditors Consideration of an
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Entity’s Ability to Continue as a Going Concern (AICPA, 
Professional Standards, vol. 1, AU sec. 9341.03-.27), to pro­
vide guidance to auditors on the application of SAS 59 to 
the year 2000.
4. Can a CPA state (or provide assurance) that an entity is 
year 2000 compliant?
No. Year 2000 compliance is an extraordinarily complex 
matter. The AICPA’s professional standards allow indepen­
dent accountants to provide assurance on subject matter or 
assertions when they are capable of evaluation against rea­
sonable criteria. No reasonable criteria have been estab­
lished for year 2000 compliance, and it would be very 
difficult to do so.
5. In an audit of financial statements, is the auditor required 
to determine compliance with regulations or regulatory 
guidelines on year 2000, including Federal Financial 
Institutions Examination Council guidance?
No. In performing an audit of financial statements in ac­
cordance with GAAS, the auditor considers how laws and 
regulations might affect the financial statements being 
audited. The auditor’s responsibility to detect and report 
misstatements arising from illegal acts, including noncom­
pliance with laws and regulations, depends on the relation­
ship of the noncompliance with the financial statements. 
The auditor has a responsibility to plan and perform the 
audit to detect misstatements resulting from illegal acts 
that have a direct and material effect on the determination 
of financial statement amounts. Noncompliance with year 
2000 regulatory guidance would not have a direct and 
material effect on the determination of financial state­
ment amounts.
6. What is the nature of the services an independent accoun­
tant can provide to assist management and the Board of 
Directors in understanding or evaluating the entity’s plans 
to address the year 2000?
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Independent accountants are able to provide services to 
help entities address the problems associated with the year
2000. Two alternatives are generally available: agreed-upon 
procedures and consulting services. These engagements are 
very specific to the entity and are governed by the terms of 
the contract between the parties.
In an agreed-upon procedures engagement, the indepen­
dent accountant is engaged to perform procedures agreed 
upon by the accountant and all the specified users of the 
accountant’s report. No assurance is expressed by the ac­
countant; rather, the accountant reports the procedures 
performed and the findings. Each user of the report must 
agree to take responsibility for the sufficiency of the proce­
dures for their purposes, since they best understand their 
own needs. In this type of engagement, the entity is usually 
the user of the report; however, other parties also may be 
users, provided they take responsibility for the sufficiency 
of the procedures performed. Use of the report is restricted 
to the users specified in the report.
In a consulting engagement, the nature and scope of the 
work and the matters to be reported are determined solely 
by agreement between the independent accountant and 
the entity. No assurance is expressed by the independent 
accountant. Such services ordinarily are performed only 
for the use and benefit of the entity.
An independent accountant can be engaged by an entity to 
assist with many aspects of its year 2000 plans. Such ser­
vices may relate to, for example, the institution’s year 2000 
testing plan, the year 2000 contingency plan, or under­
standing the institution’s year 2000 processes and related 
regulatory guidance. An independent accountant is not re­
quired to make available to financial institution examiners 
working papers related to those types of engagements.
Some independent accountants do not have the necessary 
resources to provide, or are not interested in providing, 
such services. There is no obligation that they do so.
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